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THE FINANCIAL STABILITY OVERSIGHT 
COUNCIL ANNUAL REPORT TO CONGRESS 


WEDNESDAY, JUNE 25, 2014 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:10 a.m. in room 216, Hart Senate Of- 
fice Building, Senator Tim Johnson, Chairman of the Committee, 
presiding. 

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON 

Chairman JOHNSON. I call this hearing to order. 

Today, we welcome Secretary of the Treasury Jack Lew back to 
the Committee for his testimony on the 2014 Financial Stability 
Oversight Council Annual Report to Congress. 

FSOC has played a critical role in coordinating the implementa- 
tion of the Wall Street Reform Act among State and Federal regu- 
latory agencies. 

Since the last hearing on the FSOC Annual Report, the agencies 
have reached some important milestones for Wall Street Reform 
implementation, including a finalized Volcker Rule, new bank cap- 
ital and leverage rules, enhanced prudential standards for large 
U.S. banks and the U.S. operations of large foreign banks, and 
clearing requirements in swaps markets. And, for the first time, 
FSOC made final determinations with respect to systemically im- 
portant nonbank financial companies. 

Secretary Lew has, on numerous occasions, stated the impor- 
tance of finalizing the financial reform rulemakings, and I look for- 
ward to hearing about the continued progress. 

In addition, the 2014 Annual Report lays out a number of poten- 
tial risks that could threaten the stability of the financial system. 
These include issues that have been noted by FSOC in the past, 
such as reliance upon short-term wholesale funding, the risk-taking 
incentives of large institutions and operational risks like cyber-at- 
tacks. It also includes newly identified risks, such as potential 
threats to the financial stability from new financial products, busi- 
ness practices and regulatory arbitrage. 

The recommendations made by the Council address structural 
vulnerabilities that remain in the system and point to the need for 
heightened risk management and supervisory attention. 

Now, nearly 4 years after the passage of the Wall Street Reform 
Act, regulators should continue to collaborate with each other and 
with the private sector to determine what is working and what 
more needs to be done, to ensure that financial markets remain 
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safe, transparent and stable. I have no doubt that FSOC will con- 
tinue to play a key role in leading that effort. 

Secretary Lew, I look forward to your testimony. 

I will now turn to Ranking Member Crapo for his opening state- 
ment. 


STATEMENT OF SENATOR MIKE CRAPO 

Senator Crapo. Thank you, Mr. Chairman. 

I look forward to Secretary Lew’s testimony on FSOC’s 2014 An- 
nual Report. 

This year’s report covers many areas of the Council’s activities 
and lists a number of potential emerging threats to the financial 
stability of the United States. One of the issues highlighted in the 
report is the need for a broad reform of the housing finance system 
and the return of private capital into mortgage finance. 

We have referred bipartisan legislation out of this Committee, 
and Chairman Johnson and I continue to engage with our col- 
leagues on this important issue. 

As I said at the last FSOC hearing, and I will repeat it today, 
the U.S. capital markets must remain the preferred destination for 
investors throughout the world. Unfortunately, regulatory uncer- 
tainty and infighting among U.S. financial regulators, and with 
their overseas counterparts, are causing investors to look else- 
where. 

I encourage Secretary Lew to lead an effort among FSOC mem- 
bers to identify other measures Congress should consider to ensure 
that our financial markets remain competitive. 

The frustration from foreign regulators over the lack of inter- 
national coordination on financial reform is an ongoing concern. 
The European Commission just announced that it will grant 
equivalence to foreign clearinghouse rules in Australia, Hong Kong, 
India, Japan and Singapore but not the United States in what 
some observers view as regulatory backlash. 

Last year, I suggested the Secretary Lew engage with foreign 
regulators to address cross-border conflicts and the unnecessary 
costs imposed by them. I look forward to hearing about the 
progress Secretary Lew has made in that area. 

I continue to have concerns about the lack of transparency of 
FSOC’s process for designating nonbanks, Systemically Important 
Financial Institutions, or SIFIs. I have requested the Government 
Accounting Office to review FSOC’s nonbank SIFI designation proc- 
ess and look forward to reviewing that report when it is finalized 
later this summer. 

There must be a transparent and measurable process to deter- 
mine whether or not companies could become SIFIs. In order to 
make that determination, everyone needs to know what criteria 
FSOC is using. 

The FSOC should either publish such criteria in the Federal Reg- 
ister for public comment or, at the very least, specify in great detail 
why each of the already designated nonbank SIFIs qualified. Un- 
fortunately, the publicly released documents designating the three 
nonbank SIFIs to date have provided little useful insight into the 
specific criteria FSOC used. 
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The SIFI designation process cannot take place in a black box. 
Too much is at stake. That is why FSOC must be accountable and 
in full public view. 

Lastly, I am concerned that the report on the asset management 
firms issued by the Office of Financial Research last fall does not 
properly account for the role asset managers play in our financial 
system. The Securities and Exchange Commission’s decision to put 
the OFR report out for public comment was a good step forward to- 
ward transparency and giving the public the opportunity to com- 
ment. 

I encourage Secretary Lew to consider making nonbank SIFI des- 
ignation criteria also available for public comment. 

I look forward to discussing these and other issues at today’s 
hearing. 

Thank you, Mr. Chairman. 

Chairman JOHNSON. Thank you. Senator Crapo. 

Are there any other Members who would like to give a brief 
opening statement? 

Senator Shelby. Mr. Chairman, I would like my written state- 
ment to be made part of the record. 

Chairman JOHNSON. Without objection. 

Chairman Johnson. I want to remind my colleagues that the 
record will be open for the next 7 days for opening statements and 
any other materials you would like to submit. 

Today’s witness is the 76th Secretary of the U.S. Department of 
the Treasury. 

Secretary Lew, welcome back to the Committee. Please begin. 

STATEMENT OF JACOB J. LEW, SECRETARY, DEPARTMENT OF 

THE TREASURY 

Mr. Lew. Thank you, Mr. Chairman and Ranking Member Crapo 
and Members of the Committee. I appreciate this opportunity to 
testify today on the Financial Stability Oversight Council’s 2014 
Annual Report. 

Nearly 4 years ago. President Obama signed into law the Dodd- 
Frank Wall Street Reform and Consumer Protection Act, creating 
the strongest safeguards for consumers and investors since the 
aftermath of the Great Depression. After an anomalous first quar- 
ter, where bad weather and other factors were at play, we expect 
to see strengthening growth in the remainder of the year. 

As everyone here recognizes, a stable, thriving financial sector is 
critical to our economic growth and prosperity. That is why these 
historic safeguards were established. 

Today, our financial system is more resilient, confidence in our 
markets is robust, and the agencies charged with protecting con- 
sumers and investors are in a strong position to respond to emerg- 
ing threats that could hurt our economy, damage Main Street busi- 
nesses and destroy jobs. 

One of the lessons from the financial crisis was recognizing how 
important it is to detect and mitigate risks to financial stability be- 
cause in the lead-up to the crisis individual regulators were focus- 
ing on individual institutions, functions or markets. This siloed ap- 
proach allowed risks to fall through the cracks. 
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Congress changed that by creating the Financial Stability Over- 
sight Council. Now, regulators are obligated by statute to collec- 
tively monitor the stability of the entire U.S. financial system, to 
look over the horizon to identify potential risks and to respond to 
threats that have been detected. 

In short, the Council’s work to detect possible risk is not only 
mandated by law; it is sound economic policy. 

That is why it both defies common sense and ignores recent his- 
tory that some have suggested curtailing the Council’s ability to 
analyze information regarding particular financial sectors, firms or 
activities. The Council cannot simply cordon off any sector or activ- 
ity that could pose a threat. That would be a dereliction of its re- 
sponsibilities and a complete disregard for the very purpose of the 
Council. 

Some have even gone so far as to suggest the Council should be 
prohibited from simply asking questions about certain activities or 
companies that could threaten financial stability. We have to be al- 
lowed to ask questions. As everyone knows, during the run-up to 
the financial crisis, regulators should have asked more questions 
about institutions and activities, not fewer. 

And, to be clear, asking questions does not equal regulatory ac- 
tion. Sometimes questions result in a conclusion that the Council 
does not need to act, that it needs to examine the issue further or 
that it needs to gather more information. 

The Council asks questions with an open mind and without a 
predetermined outcome. In that vein, the Council’s procedures are 
transparent. It has put in place a comprehensive, deliberative ap- 
proach to its evaluation of risks, and it solicits public input and 
carefully considers all points of view. 

In fact, the Council’s Annual Report exemplifies the Council’s 
commitment to transparency and collaboration. It reflects the col- 
lective analysis and conclusions of council members regarding the 
key risks to financial stability, and it is an important example of 
how the Council shares information about its work with the Con- 
gress and the public. 

Each Annual Report also provides a road map for the Council’s 
agenda for the upcoming year — what areas it will focus on, what 
areas will likely require additional attention and how the Council 
expects to address them. 

This year’s report focuses on nine areas that warrant continued 
attention and possibly further action from its members. These 
areas include wholesale funding markets, the housing finance sys- 
tem, cyber-security threats, risk-taking by large financial institu- 
tions and potential interest rate volatility. 

Before closing, let me point out that since the Council’s last An- 
nual Report, we have reached a number of key milestones in finan- 
cial reform implementation. That means home buyers, retirees and 
investors have better safeguards and protections. 

And, to that end, the Volcker Rule has been finalized, qualified 
mortgage standards have gone into effect, tough capital standards 
are now in place, over-the-counter derivatives are now moving onto 
electronic trading platforms and into centralized clearing, fines 
have been imposed for abusive actions related to the manipulation 
of LIBOR and other financial benchmarks, and the international 



5 


community is making progress on increasing the stability of the 
global financial system. 

Mr. Chairman, I want to thank the other members of the Council 
and all the staff involved in the 2014 Annual Report for their tire- 
less work and commitment. 

As the Council fulfills its obligations to strengthen our financial 
system and limit risk to our economy, we will continue to work 
with you, the Committee and Congress to make real progress for 
all Americans. 

Thank you very much, and I look forward to answering your 
questions. 

Chairman JOHNSON. Secretary Lew, thank you for your testi- 
mony. 

Will the Clerk please put 5 minutes on the clock for each Mem- 
ber’s questions? 

Before I begin my questions. Secretary Lew, I would like to 
apologize in advance that I will need to excuse myself shortly to at- 
tend to other Committee-related matters. Senator Reed has kindly 
agreed to take the gavel for the remainder of the hearing, and I 
will follow up with you personally if I have any further questions. 

Secretary Lew, the current Export-Import Bank authorization 
ends in September. As you know, this program has been histori- 
cally supported by members on both sides of the aisle but recently 
has become more partisan. 

Why is it important for U.S. companies and workers that Con- 
gress reauthorize the Export-Import Bank? 

Mr. Lew. Mr. Chairman, I think the Export-Import Bank is ex- 
tremely important for our companies, large and small, that are ex- 
porting in a world market where other countries have export sup- 
port programs. 

For us not to have an Export-Import Bank would be for us to 
unilaterally remove our support while other countries are giving 
support to their companies, and it would disadvantage U.S. export- 
ers. I think that this would immediately translate into lower sales 
and, therefore, lower jobs. 

It is a whole different question if there were to be an inter- 
national agreement that everyone would step back from export sup- 
port programs, but to fail to extend the Export-Import Bank would 
be a unilateral action that, I think, would hurt the American econ- 
omy. 

Chairman JOHNSON. Secretary Lew, I want to thank you and 
your staff for all the hard work in helping the Committee revise 
and mark up housing finance reform legislation. I appreciate your 
support for S. 1217 as amended. 

Could you explain to the Committee why legislation is necessary 
to reform the housing finance system? 

Mr. Lew. Well, Mr. Chairman, we worked, as you have noted, 
closely with you and with Senator Crapo, as we did with Senator 
Corker and Senator Warner earlier, and we believe that the unfin- 
ished business of housing reform is really the unfinished business 
that we need to attend to in terms of what actions are required 
after the financial crisis. 

We all saw and understood clearly a few years ago how exposed 
U.S. taxpayers were to the current system. We have seen since 
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then a move away from private lending in the marketplace. Most 
mortgages are either made by FHA or supported by the GSEs. 

We know that this is an area where, were there another financial 
crisis, we are still in a very exposed position, and U.S. taxpayers 
are still in a very exposed position. 

I think the elements of housing finance reform that are impor- 
tant are many. 

One is to make sure that there is a private market for mortgage 
lending. 

Another is to make sure that there is access to credit that is fair 
and widely spread and that helps to even the playing field for those 
who have trouble getting mortgages now. 

A third is that any backstop has to be clearly defined and very 
narrow, and it has to come after a very secure position by private 
parties who absorb the first risks themselves. 

I think that any of us writing legislation alone might do it dif- 
ferently than we do when we try to come up with a consensus prod- 
uct or a bipartisan product, but we think this is an important area 
for Congress to act on. 

Chairman JOHNSON. There has been a lot of focus on FSOC’s des- 
ignation process, including concerns about transparency and due 
process. 

Broadly speaking, how does FSOC address those concerns, espe- 
cially when a firm is at stage two or three in the process? 

Mr. Lew. Mr. Chairman, I actually think that the process that 
FSOC goes through with companies is an excellent process that 
protects the right of parties, both to confidentiality of information 
that should not be public but also full access to the process to make 
their views known. 

When a company is in stage three, which is the time when there 
is an active back and forth, there are just numerous, probably hun- 
dreds, of exchanges of information in writing and verbally where 
a company makes its positions known, the FSOC staff gets to ask 
questions, and it is briefed up to the members of FSOC in a way 
that permits a balanced and fair judgment to be made. At the end 
of the process, a company has the right to ask for a face-to-face 
hearing. 

There have been eight designations of nonbank utilities, two des- 
ignations of insurance companies. Only one of those firms has 
sought the face-to-face hearing. It was granted. 

It was actually an excellent hearing. I have talked to the com- 
pany afterwards. They felt the same way. And it helped the process 
to both be open to the party that was potentially to be named and 
also informed the FSOC about the issues it was going to be decid- 
ing on. 

I think that, you know, there is also judicial review of FSOC de- 
terminations, and I think it is interesting to note that there has 
been no judicial review taken of any of the actions that I have men- 
tioned. 

Chairman JOHNSON. Senator Crapo. 

Senator Crapo. Thank you, Mr. Chairman. 

Before I get into my main questions, I wanted to follow up on the 
Chairman’s question about housing finance reform and, frankly. 
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just again, to thank you for your increased and continued focus on 
the criticality of that issue. 

I think, as you said, the U.S. taxpayers continue to be very much 
on the hook and at risk as we do nothing to reform our system and 
maintain the current structure in which we have Fannie Mae and 
Freddie Mac under U.S. Government control. So thank you for your 
renewed focus on that. 

In my opening statement, I indicated the FSOC should either 
publish a list of criteria that it uses to designate a firm as a SIFI 
or to provide a detailed analysis of why a firm has been designated 
so that other firms have some guidelines on whether or not they 
could become SIFIs. 

Are you willing to publish such specific criteria? 

Mr. Lew. Well, Senator, the numerical threshold for being a 
stage one company is well known. It is published. It is something 
that all of the financial institutions are aware of. 

The process of going through the review of each firm obviously 
depends on what kind of a business it is in, how it is inter- 
connected to the financial markets and what the risks of a failure 
at that firm would mean in terms of potential spread to other parts 
of the financial system. 

So I think that the stage three process is one where companies 
see very clearly what kinds of considerations are being thought 
through. They submit voluminous information and data to support 
a decision that, presumably, is informed by their point of view. 

And I think we have to be kind of careful about having there be 
too rigid a standard because it is not just a question of size alone. 
There can be a very large firm that does not present systemic risk. 
There can be a smaller firm that because of the kind of business 
it is in that presents a greater systemic risk. 

And we are trying in a fairly new process to be very systematic 
and disciplined about it, and I am very proud of the quality of work 
that has been done. 

Senator Crapo. Well, from what I understand, it is a different 
picture than you paint here today, from the information that I re- 
ceived from many of those going through the process. 

They certainly would agree with you, I think, that tremendous 
amounts of information are begin requested and that there is this 
process of significant back and forth that goes on. 

But there is a lack of understanding or information being pro- 
vided about what the purpose of the information is, how it is to be 
used, how they could better analyze or help to analyze the issue 
being address, and so forth. 

Although I agree with you also, that we do not want to get into 
rigid standards that do not have the flexibility needed for the cir- 
cumstances at bay, I do believe that a significant focus needs to be 
made on whether or not the adequate transparency is being pro- 
vided and adequate explanation of criteria being used is being 
made to those who are potentially going to be designated. And I 
would just encourage you to pay greater attention to that issue. 

Mr. Lew. Senator, we value transparency and openness highly. 
We have tried to come up with a balance between transparency but 
also protecting the legitimate concerns of firms for having their 
proprietary information not be in the public space. 



8 


You know, it is obviously a new organization, and we are devel- 
oping these procedures in real time, and we will continue to try to 
get that balance right. 

Senator Crapo. All right. Thank you. 

On a related issue, early in June, the Fed and the FDIC and 
OCC published the first of a series of requests for comments to 
identify outdated, unnecessary or unduly burdensome regulations 
that are imposed on insured depository institutions. I think that is 
a very positive development. 

Mr. Lew. I agree. 

Senator Crapo. And I am very hopeful that that will result in 
our ability to go in and, if you will, weed out some of the unneces- 
sary and overly burdensome regulations in our system, to help 
streamline them and make them more effective, without sacrificing 
any safety or soundness in the system. 

Are you prepared to encourage other FSOC members to review 
existing regulations and to lead similar efforts among other agen- 
cies? 

Mr. Lew. Senator, I have been encouraging agencies to do that 
in multiple roles for many years. When I was 0MB Director, we 
did a look-back for all the executive branch agencies that 0MB has 
oversight over. We asked for the independent regulators to do the 
same thing at the time. 

I think it is an excellent thing that the agencies are moving in 
that direction and it is the right way for us to deal with the kind 
of accumulation of issues. There are things that made sense 20 
years ago that if you look at them now do not reflect decisions we 
would make today. 

And I totally agree; it does not mean unwinding anything that 
gets to safety and soundness. 

It is a question of asking, are there things in place that you do 
not need any more or you would do differently? 

Senator Crapo. Well, let me make just one specific recommenda- 
tion in that regard, and that is over the last few years we have had 
a lot of different witnesses talk to us about the impact that the 
community banks are facing under the cumulative regulatory sys- 
tem they now face. 

I think that maybe at one of your next FSOC meetings it would 
be very helpful for the relevant agencies to undertake a similar ef- 
fort as they are with insured depository institutions in general, to 
focus on community banks and see if we cannot do exactly what 
you and I have just talked about — identify ways we can reform and 
streamline our regulatory system with regard to them. 

Mr. Lew. I cannot speak to whether there has been a look-back, 
I suspect, because they are just beginning now to do the look-back. 
It is just happening, so in real time. 

But I can tell you that as new regulations come out there is not 
a regulator that we work with — and we work with all of them — 
who is not very much attentive to the special concerns and needs 
of community banks and the value that they play in our system. 
So I suspect there would be an openness to asking that kind of 
question. 

Senator Crapo. Thank you. I hope you will be willing to do that. 

Chairman JOHNSON. Senator Reed. 
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Senator Reed. Well, thank you very much, Mr. Chairman. 

Thank you, Mr. Secretary. 

One of the issues that is rapidly emerging as a major systemic, 
or at least macroeconomic, problem is the student debt. 

And there are many facets of this, but I was interested in the 
comment that Deputy Treasury Secretary Sarah Bloom Raskin 
made about looking back and comparing the way the service indus- 
try for mortgages was underperforming when the crisis hit and 
suggesting that it might be fruitful work to look at student loan 
servicers. 

But just in general, can you describe how FSOC is dealing with 
the issue of the student debt and student loans? It is growing as 
an issue. 

Mr. Lew. Student debt is definitely growing as an issue. 

And I think that we have to separate the question of what does 
it mean in terms of the economic capacity of students who are bur- 
dened with debt, what does it mean in terms of potential finance 
stability concerns, and what does it mean in terms of how well we 
are running our programs? 

I think that while it is a very large number, to date, I have not 
seen issues raised that suggest that it is of systemic risk the way 
other things have been. 

But there are macroeconomic concerns because if the overhang of 
student debt is causing individuals to not start their own house- 
hold and not either rent or purchase and do all of the other con- 
sumer activity that is associated with that, that cumulatively 
makes a difference in terms of our economy. 

It also makes a big difference in terms of the career paths that 
people choose and the kinds of options they have that the education 
that they have paid for is supposed to open up. 

And I know that Senator Warren has introduced legislation in 
this area. We have supported that legislation. 

I think it is a complicated area where, frankly, we do not fully 
understand all of the ramifications, and it is something that we 
have to continue focusing on each of those three aspects. 

Senator Reed. Just one of the issues here perhaps can be de- 
scribed as mechanical. We discovered in the housing market, when 
we were trying to modify mortgages, that the servicers were just 
not built to do that. They had a one-way ratchet. They collected 
premiums and distributed them out. 

I would hate to get to the point where we make a policy decision 
that we are going to go ahead and somehow help students refi- 
nance and discover that the mechanics do not work. 

Is that an issue that FSOC or someone within your 

Mr. Lew. Well, I do not know that it is FSOC per se. 

Senator Reed. But somebody? 

Mr. Lew. I know Treasury has been working with the Depart- 
ment of Education on the kind of plumbing of the system to make 
sure that it is capable of doing things that we might ask for it to 
do. 

Senator Reed. So, as the Secretary of the Treasury — you are 
working on it? 

Mr. Lew. Yeah, and I have been working with Secretary Duncan 
for the entire time that I have been in my current role. 
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Senator Reed. Let me shift to another issue which has huge 
macroeconomic consequences. That is the housing market. 

The Treasury Department has obligated a total of about $38 bil- 
lion for foreclosure prevention and stabilization. To date, only 
about $12 billion has been spent. There is $25 billion, roughly, that 
is out there to put into the market, which would have a huge effect 
in terms of stimulus demand, giving people on Main Street a bet- 
ter — why can’t we get this done? 

I mean, this is not a situation where we have good intentions 
and no resources. We have got the resources. 

Mr. Lew. Senator, I think that if you look at the money that is 
available, some of it has actually been spent; other has been obli- 
gated and, because of the nature of the program, will be spent 
when homeowners reach certain trigger points. You know, after a 
certain period of time you have a certain amount of principal for- 
giveness or other support. 

Our estimate is that roughly $25 billion is on a path toward 
being spent, which is 65 percent of the money, even though it has 
all been obligated. 

We are constantly looking at funds that are obligated that may 
or may not be spent, and we are looking at the authorities we have 
to see if there are things we can do to help the homeowners who 
it was intended to be helping. Our commitment is to use those re- 
sources to help the people it was designed for. 

Senator Reed. Well, the faster those resources are deployed, the 
better off people will be 

Mr. Lew. I agree. 

Senator Reed. and the better off the economy will be. 

Thank you, Mr. Chairman. 

Chairman JOHNSON. Senator Shelby. 

Senator Shelby. Thank you, Mr. Chairman. 

Mr. Secretary, basically, this has been raised before. Is there 
some type of collaboration between FSOC and the FSB? 

For example, considering the timeliness and the commonalities 
between SIFI and G-SIFI designations, it is hard to believe the 
process is not conducted sometimes with some level of collabora- 
tion. Some even reference the relationship between FSOC and the 
FSB as collusion. 

Actually — my question to you — how likely is the FSOC to make 
an independent determination that a firm designated as a G-SIFI 
will not be designated by the FSOC as a SIFI? 

Mr. Lew. Senator, there is a great deal of cooperation between 
members of FSOC and the FSB. 

Senator Shelby. Cooperation rather than collusion, right? 

Mr. Lew. Yeah. I think that what is important to know is that 
the FSB does not make decisions for national authorities. National 
authorities make their own judgments. They are parallel processes. 

Now I am not going to say that when you ask the same questions 
and analyze the same data you necessarily reach different conclu- 
sions, but that is that appropriate level of cooperation. 

There is no decision that FSOC has made, or I believe will make, 
on a designation other than decisions based on the process run by 
FSOC where we have our staff work up the analysis and we go 
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through all of the processes. And that means that we may, at some 
point, not make judgments that are identical to the FSB. 

But I do think it is important to look at the quality of the work 
that we are doing in the FSB as bringing international standards 
closer to our own, which makes our financial system more secure. 

Senator Shelby. You are not letting the international standards 
be our standards without a lot of thought, I hope. 

Mr. Lew. No. I actually think that if you were to ask the other 
participants in FSB, they think we are driving them to our stand- 
ards in general, whether it is on capital, on leverage, on how we 
treat nonbank institutions. 

Our schedules are not entirely in sync, and that creates this par- 
allel process where sometimes we make decisions in a different 
timeframe. 

Senator Shelby. Could you outline for the Committee, briefly, 
the specific quantitative measures used to determine the minimum 
level of interconnectedness for both bank and nonbank SIFIs and 
the difference between the two standards? 

Mr. Lew. Senator, I would have to get back to you on the arith- 
metic. 

Senator Shelby. OK. Would you do this for the record? 

And how does that FSOC quantify the interconnectedness, for ex- 
ample, of Prudential Financial? 

Mr. Lew. If I could answer the question a bit more qualitatively 
than quantitatively, what we do whenever we review a firm is we 
look at the complete financial picture of the firm. We look at how 
connected it is to other sensitive parts of our financial system. And 
we look at what happened in circumstances that are not really of 
our imagination. 

We know what the financial crisis looked like in ’07-’08. We 
know what the Great Depression looked like. There are kind of 
very high-stress scenarios that have historical roots. It does not 
mean that you go through every scenario under the sun. 

I do think that one of the parts of our review that is important 
is we do not ask what happens in good times only; we ask what 
happens in bad times because that is when you face the real risk. 

Senator Shelby. I have just got a minute. So in a recent 
speech — you are familiar with this, I am sure — the Managing Di- 
rector of the International Monetary Fund, Christine LaGarde, sug- 
gested that increasing the capital standards 2.5 above Basel III for 
our largest banks would work to reduce the systemic risk a trillion- 
dollar bank by a quarter. 

Have you seen her speech, and have you looked at the possibility 
of raising capital standards above the Basel framework and how it 
could reduce systemic risk and maybe you would not need the des- 
ignations? 

Mr. Lew. Well, Senator, I think that we have made enormous 
progress raising capital, which is essentially a buffer so that com- 
panies, banks and financial institutions have on their books the re- 
sources to absorb the shocks or losses they may experience. We 
have actually already been more aggressive than Basel, and our 
regulators have taken more steps than Basel required in terms of 
capital. 
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I actually think the concern we have is that the rest of the world 
needs to give as much attention to capital as we do because of the 
global interconnection of the system, and that is a conversation I 
have with my international counterparts on a regular basis. 

Senator Shelby. How are you doing with that challenge? 

Mr. Lew. You know, I think we are doing better. I think we are 
doing better, but I do think there is more work to do. 

You know, we have some important discussions that are going on 
now in terms of how the gone-loss absorbency capacity of institu- 
tions will be met. It is an important area where we think banks 
have to have a deeper cushion of reserve. 

We are going to keep pressing for more progress here. And I 
think we have most of the world actually agreeing with us, but it 
is a situation where we need to get consensus. 

Senator Shelby. Thank you. 

Chairman JOHNSON. Senator Warner. 

Senator Warner. Thank you, Mr. Chairman. 

Thank you, Mr. Secretary, for your good work. 

I want to go back to the SIFI designation process for nonbanks. 

I mean, I believe very strongly a nonbank entity can be SIFI, but 
I wonder at times. There seems to be a lot of concern in the indus- 
try that FSOC, being dominated by banking regulators, is applying 
banking standards in a bank-centric approach to nonbank entities. 

Did you feel comfortable that within the FSOC or the OFR you 
are getting or that you have enough expertise to really look at not 
simply asset size but as we will get capital standards but actually 
lines a business in terms of the whole nonbank SIFI designation? 

Mr. Lew. Senator, I believe that there — first of all, that FSOC 
includes the market regulators as well as the banking regulators. 

Senator Warner. I am aware. 

Mr. Lew. And there is a very thorough discussion. Even the OFR 
study that we have discussed a bit, on asset managers, was heavily 
commented on by the market regulators as it was developed. 

I guess it is important to distinguish the determination of sys- 
temic risk from what the remedies are. 

And I do think that if you look at how risks spread from nonbank 
institutions in the financial crisis in ’07-’08, there is no doubt that 
it spread into the broader financial system from a number of 
nonbank entities. 

So I think that when you look at where the burden of dealing 
with that fell at the time, it often fell to institutions like either the 
Fed or Treasury to deal with some of the consequences. 

So I do not think you can separate the discussion, saying market 
regulators should look at one thing; banking regulators should look 
at another. 

FSOC was created so we would look across the silos and see the 
systemic risk that comes from that. 

Senator Warner. I understand that. I was involved in the cre- 
ation. 

But I sometimes feel that it appears from the outside that we are 
looking more at assets on a manager or asset size when it may be 
line of business that may actually be the systemically important 
component. 



13 


Mr. Lew. I actually do not think that is how the discussion has 
been going on, and again, I will use asset managers as an example. 
There has been a lot of discussion as if a decision has been made. 
No decision has been made. 

OFR did a study. There is a process of review going on in FSOC. 
There are many factors being considered. And I think there actu- 
ally is a keen sensitivity to the fact that custodial assets are dif- 
ferent from other assets. 

There are questions about systemic risk that have to be asked 
and answered. Until you go through that, it does not get to the 
point of a remedy. 

We benefit from the fact that there are multiple points of exper- 
tise flowing into the process, and I actually think that is the 
strength of the FSOC. 

Senator Warner. But one of the things — and I know what kind 
of — this is a process of first impression now with these nonbank 
SIFI designations and trying to get it right. 

I do wonder whether waiting until stage three before the FSOC 
engages with the institution at the principals’ level really makes 
sense, whether there ought to be some — you know, after the first 
round of questions, one level of kind of principals’ presentation, and 
then you might have a second round as well. 

But are you comfortable that waiting to stage three is the right 
process? 

Mr. Lew. We often hear from firms because they know that they 
are at a size level that clears the kind of initial stage one thresh- 
old. So I think there is a back and forth even before there is an 
active notification that there is a process underway. 

I do think there is a tension. If we notify a company and engage 
with them, then do they have to make public disclosures that there 
is that process underway even if it is just in the most preliminary 
stages and it may not end up going anywhere? 

So I do not know that it actually serves the interest of firms to 
be brought in, in a formal way, earlier. 

Stage three is the kind of heart of the process. I think they have 
full access to the process at the point when the meaningful deci- 
sions are being made, and the analysis of public information is 
what really fuels stage one and stage two. 

Senator Warner. But this is the tension, and I think Senator 
Crapo raised it as well. I think you make a point that you do not 
want to have such hard and fast rules because they are unique 
firms. Yet, if there is not the appearance of due process, since we 
are not aware of all of the back and forth, we are only hearing per- 
haps one side of this argument. 

And I think getting particularly, as you move through stage 
three, these first few nonbank SIFI designations right so that in- 
dustry at large feels the process is fair is really important. 

Mr. Lew. Well, I totally agree with that. Senator. And we are 
committed to a process where every firm that we review has full 
visibility, and hundreds and hundreds of pages go back and forth, 
and there are more numerous conversations than can be counted. 

I actually think the firms that have gone all the way through the 
process have recognized a lot of what I have said, at least in pri- 
vate. 
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Senator Warner. Thank you, Mr. Chairman. 

Chairman JOHNSON. Senator Corker. 

Senator Corker. Thank you, Mr. Chairman. 

And, Mr. Secretary, thank you for being here and for your serv- 
ice. 

I know that many of us shamelessly run our own hook at these 
meetings, and I am going to gladly participate in that. 

Mary Miller gave a speech on GSEs recently, where she said it 
would take 20 years to capitalize them. I think that was a shock 
to a lot of people that have not been involved in looking where they 
are. 

Would you care to comment on that? 

Mr. Lew. Well, I think that the current GSEs; even in the course 
of the last few weeks, we have seen estimates of what kind of expo- 
sure they might have in a distressed situation, and it would take 
a very long time. I would defer to Mary’s analysis on the length of 
time. 

There were a couple of years of very strong GSE profits, but peo- 
ple, I think, have misread that. There were a lot of profits that 
came from really accounting changes in terms of the treatment of 
certain taxes. 

To buildup the kind of capital reserves that they would need to 
fully bear the risks that they would face in an economic downturn 
would take a very long time. 

Senator Corker. Well, listen, thank you for those comments, and 
as Mr. Crapo mentioned, thank you for your assistance in helping 
move legislation through. Hopefully, at some point we will actually 
have a solution that works for our country. 

Let me ask you a question on Dodd-Frank Section 121, and we 
have asked this over at the Fed; we have asked it several places. 
Do you think Section 121, regarding the FSOC, should have the 
Fed break up a firm if it is too big or too complex even if it is 
healthy? 

I mean, this is a question we keep asking folks. 

I think the language in 121 gives the Fed that ability, to actually 
break up a firm even if it is healthy if, through a bankruptcy proc- 
ess — and let me specify that because I know we actually have sort 
of two different standards. 

We have the resolution that is laid out in Dodd-Frank, and that 
is a different process from bankruptcy. 

But through a bankruptcy process, if a firm could not resolve 
itself through bankruptcy without creating problems within our 
system, does the Fed itself have the ability, even if they are 
healthy, to break them up? 

Mr. Lew. Senator, I think that what the Fed has done in review- 
ing stress tests, in reviewing living wills, in terms of evaluating the 
health of certainly the largest financial firms; we have come a very 
long way. 

They have not gotten to the question yet that you are raising, 
and I do not know that I should get ahead of the process. 

The challenge is to have standards where the precautions that 
we have put in place to make sure that these institutions are re- 
solvable actually work effectively. 
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I think that some of the actions taken by the Fed reflect both 
qualitative and quantitative concerns. The quantitative concerns 
we kind of understand more simply because it is a question of how 
much capital do they have. The qualitative concerns get to the 
question of are they too complicated to carry out the resolution 
plans that they quantitatively could meet. 

I think that we are still in the early stages of implementing some 
very important reforms that were part of Dodd-Frank. And I think 
the regulators, not just the Fed but the Fed and the FDIC and oth- 
ers, are pressing ahead on this. 

The idea of going all the way to the point of breaking up firms 
is kind of an end of all other things did not work, and I do not 
want to get ahead of the process. 

Senator Corker. It kind of seems to be, though, an issue that we 
ought to either know or not know. I am not saying this in any way 
to be confrontational to you. 

Mr. Lew. No, I did not take it that way. 

Senator Corker. Just, so we passed this bill. I think it probably 
pretty clearly states that they have the ability to break up firms 
even if they are healthy. And it seems to me that we might want 
to figure out, as a Committee, what that is going to mean in proc- 
ess, what it is going to mean — you know, how they are going to go 
about doing that. And I wonder if you might — again, this is not 
confrontational. 

Mr. Lew. No, I did not take it that way. 

Senator Corker. Nobody really has addressed this issue. 

Mr. Lew. I actually think it is a very important question. 

You know, in some ways, it would be easier to say simply yes or 
no, but I actually think it is more complicated than that. 

The fact that they have an authority does not mean that it was 
the desire of the legislation to use it unless they needed to. 

And I think they are in a process where the purpose was to cre- 
ate a situation where there was transparency and resolvability and 
the ability to make sure the taxpayers do not end up having to step 
in again in the future. 

I do not know the answer to the precise question you are asking 
because I have not seen all of those things. 

I do know that it is still a very complicated financial system. 
There are still challenges in making sure that we have the degree 
of transparency that was intended. 

Senator Corker. Well, my time is up. 

Really just speaking to my colleagues here, I know that Senator 
Toomey wrote a bill relative to revising the bankruptcy code. 

But since Dodd-Frank refers specifically to bankruptcy, not reso- 
lution, I have to believe that we have firms in our Nation today 
that if they fail and went through the bankruptcy process it would 
be highly detrimental to our system. And, I mean, I have got to be- 
lieve that is the case. 

And it seems to me that maybe that is an issue that this Com- 
mittee needs to look at a little more closely, see whether the bank- 
ruptcy rules, which I know are not in our jurisdiction, but whether 
they are adequate, but also, what this statute actually means and 
how we should go about, really, oversight relative to what the Fed 
is doing in this regard. 
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But I am taking too much time. You might want to comment. 

Mr. Lew. Mr. Chairman, may I just comment briefly? 

Senator Reed. [Presiding.] Please. 

Mr. Lew. I think it is important as one asks those questions that 
we would he happy to look at questions regarding bankruptcy 
issues. 

I do not think it should be either/or. 

It should not be that we take the very well-developed resolution 
process and say let’s go from there to bankruptcy. 

It may well be that there are additional tools that would be help- 
ful. I just do not think it is particularly helpful to think of them 
as alternatives. 

Senator Corker. Yes. Thank you so much. 

Senator Reed. Senator Menendez, please. 

Senator Menendez. Thank you, Mr. Chairman. 

Mr. Secretary, since the financial crisis, consumer debt burdens 
have been a major factor holding back our economy, and high levels 
of mortgage and other debt have caused consumers to defer ex- 
penses, cut back on other spending, which has led businesses to re- 
duce investments and create fewer jobs, feeding a cycle that has 
been difficult to escape and, in my view, slowing our recovery. 

And consumers have worked hard to reduce their debt, often at 
great cost, but we are not out of the woods yet. Nationwide, we 
have more than 6 million homes that still have underwater mort- 
gages, including more than 14 percent of homes in my home State 
of New Jersey, and another 10 million have less than 20 percent 
equity. 

Do you agree that stronger consumer balance sheets would re- 
duce risk in the financial system, both directly and by promoting 
stronger and broader-based economic growth? 

Mr. Lew. Senator, I think that we have seen some considerable 
healing in household balance sheets. We still have problems, as you 
have noted, but we are in a much better place than we were before. 
We are actually seeing consumer borrowing in many areas going 
up, and one has to ask, you know, keep an eye on that in terms 
of making sure that people are not getting back into trouble in 
some cases. 

I think that there are pockets that are particularly slow to re- 
cover, and that is one of the reasons why we need to make sure 
that we continue to use the tools we have to help underwater 
homeowners. And that is what I was discussing with Senator Reed. 

Senator Menendez. Yes, mortgages are only one example of con- 
sumer debt. You still have significant credit card debt. 

Mr. Lew. Yes. 

Senator Menendez. You have student loan debt. 

Should we be considering policy actions that help consumers con- 
tinue to reduce their debt burden? 

Mr. Lew. Well, I think we have taken a lot of policy actions. 

I am not sure which of the aspects of consumer debt you are talk- 
ing about. 

Senator Menendez. Well, you could, for example, allow the 
Menendez-Boxer bill to help refinance at historically lower rates 
and eliminate a series of barriers that exist. That would signifi- 
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cantly reduce mortgage debt for a fair number of Americans in this 
country. 

Mr. Lew. Which we have supported, yes. 

Senator Menendez. You could look at student loans. The Presi- 
dent has talked about helping refinance student loans as a way of 
reducing consumer debt. 

Mr. Lew. Right. 

Senator Menendez. Those are the types of initiatives that I am 
thinking of as we talk about if you can reduce the debt burden, 
then you have greater spending capacity, which creates a ripple ef- 
fect in the economy. 

Mr. Lew. There is no doubt, when we were discussing the issue 
of student loan debt in particular a few moments ago, I do believe 
there is a macroeconomic significance to people being highly con- 
strained by indebtedness. If you do not feel you can start a new 
household, then you are not buying a home, or renting a home, and 
you are not engaging in all of the consumer transactions that we 
all know go into starting a new household. That has an effect on 
the economy. 

If you look at the recovery to date, the area where it has really 
been the most behind is construction and housing, and I do not 
think it is unrelated to consumer indebtedness. It is more than 
that. 

I think that there is a question of confidence and people took a 
hard hit from the recession, and feeling comfortable to go out on 
their own is more than just a question of do they have a job today. 

So I do not think it is just that one issue, but I do think it is 
part of it. 

Senator Menendez. Let me ask you to turn your attention to 
something else that I have concerns with, and that is Treasury’s 
implementation of Section 908 of the Affordable Care Act, which 
imposes an annual fee on manufacturers or importers of prescrip- 
tion drugs. 

When the Finance Committee, which I have the privilege of sit- 
ting on as well, imposed the pharmaceutical fee during the ACA 
mark-up process, the Congressional intent, I can tell you very 
clearly, was to exclude drugs used to specifically treat orphan dis- 
eases. These are diseases that obviously do not have broad-based, 
mainstream demands which can compensate a company. 

But I continue to be concerned that the Department’s current in- 
terpretation of this provision, as expressed in its temporary brand- 
ed prescription drug fee regulation, would create disparate treat- 
ment between FDA-designated orphan drugs by requiring that the 
exemption from the pharmaceutical fee be contingent only upon re- 
ceipt — receipt — of the orphan drug tax credit for that particular 
product. 

The orphan exemption from the pharmaceutical fee would logi- 
cally be based on a drug’s designation as an orphan drug and not 
just its tax status. 

Would you agree that the most logical tax policy outcome would 
be to allow the exemption for all FDA-designated orphan drugs, not 
just those of a certain tax status? 

Mr. Lew. Senator, I am happy to take a careful look at the or- 
phan drug issue. 
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Senator Menendez. Here is my problem; every time you tell me 
you are going to take a careful look, I never hear back. 

So, on this and on FIRPTA, since your nomination I have been 
pursuing these questions, and I would like to get a response. If you 
are going to give me a negative response, give me one, but I would 
like to get a response. 

Mr. Lew. I am happy to follow up with you. Senator. 

On FIRPTA, we have had several conversations, and I wish I had 
a tool to deal with it. The legislative proposal that we have made 
I do believe is the right way to deal with it. If you have other ideas 
about the administrative options, we can have a conversation about 
that as well. 

Senator Menendez. I thank you, Mr. Chairman. 

Senator Reed. Senator Moran. 

Senator Moran. Mr. Chairman, thank you very much. 

Mr. Secretary, thank you for your presence this morning. 

While certainly the economics of our country is front and center 
and particular in light of today’s announcement about a significant 
drop in first quarter GDP, we ought to be spending a lot of time 
talking about the economy and job growth, but let me take you to 
a topic that in my mind relates to your and your Department’s 
credibility. I want to ask you the Watergate-kind of question about 
what did you know and when did you know it related to the IRS. 

I grew up with Watergate in the background of my life — the po- 
litical influence of the way I look at things. And the 18 V 2 minute 
gap is a significant component at the downfall of a president. 

And I find it difficult to give credibility to the belief that these 
emails have disappeared by mistake, in an error, something uncon- 
trollable. 

And my question is, what do you know; when did you know it? 

Have you asked the commissioner of the IRS and others at the 
IRS independently — let me ask this question; have you investigated 
this independently of what you have been told by the IRS? 

Do you have additional information to provide to us than what 
the commissioner has testified to in front of the House in recent 
days? 

Mr. Lew. Senator, Commissioner Koskinen has testified, and the 
IRS has presented a lengthy report to the Congress, about 10 pages 
detailing what happened, and I would refer you both to the com- 
missioner and to that report. 

I think if you look at the broader issue, in terms of the whole 
set of activities at the IRS, a year ago when we got a report from 
our IG saying that there was a problem in this unit, we took imme- 
diate action. We brought in an acting commissioner, who I think 
did a lot very quickly to fix the situation in that he brought in new 
managers all the way down to the program level, changed the pro- 
cedures, followed every one of the IG’s recommendations. 

I understand, and I share, the frustration that a broken hard 
drive has led to a gap in what is available. 

But I do want to point out that what the IRS has done is extraor- 
dinary in terms of going back and trying to recreate after a me- 
chanical problem as complete a record as is possible. And 70,000 
emails have been provided. They have gone through the recipient 
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emails to trace back, not just from the sender but from the recipi- 
ent. 

And I have no reason to believe that I have anything to add to 
what the commissioner has said. 

Senator Moran. Have you analyzed this independent of what the 
commissioner has said? 

Mr. Lew. I mean, we have been in contact, obviously, and under- 
stand what they have done, but the IRS is managing this. 

Senator Moran. I do not mean these questions in any particular 
political context, but the idea — I mean, I assume you understand 
the nature of the IRS and what it expects of the American people 
and the sense of what a double standard this is, that the IRS can- 
not find records and, yet, American taxpayers are required to main- 
tain. 

You also have an ongoing lawsuit in which, by the Code of Civil 
Procedure, they are required to keep the emails. 

So it seems to me there are a series of problems that the IRS 
faces as a result of the loss of this hard drive. 

And it goes in a broader sense to me about the relationship be- 
tween the Treasury Department and Congress in trying to estab- 
lish some level of credibility as we have conversations about what 
the truth is. 

And it seems to me that this is one more example of what I find 
very difficult in dealing with the Department, in getting answers 
to questions that have substance. 

Mr. Lew. Senator, the IRS put together an analysis of what hap- 
pened, and when that analysis was complete and they knew all the 
facts, they shared it with Congress. I think that it is fair to say 
that it was their sharing of that information with Congress which 
is why it is known to all of us. 

So I think Commissioner Koskinen is one of the most out- 
standing public servants I have ever worked with. He is a person 
who spent five decades building a reputation on both sides of the 
aisle for integrity and character, and I have total confidence in 
him. 

Senator Moran. Mr. Secretary, thank you for your responses. I 
have other questions that we will pursue if I have additional time. 

Senator Reed. Thank you very much. 

Senator Brown. 

Senator Brown. Thank you, Mr. Chairman. 

Secretary Lew, it is nice to see you again. Thank you for being 
here. 

The FSOC’s report identifies short-term wholesale funding as a 
potential source of financial instability. Governor Trujillo — Federal 
Reserve President of New York Bill Dudley has had some inter- 
esting things to say. I will follow up with you in a letter with the 
QF, if you would give us questions for — with questions for the 
record. I will get that to you soon after this hearing. 

I want to go a couple of other places. 

Last July, you said, “If we get to the end of this year we cannot, 
with an honest, straight face, say that we have ended too-big-to- 
fail. We are going to have to look at other options.” 

That was about a year ago. 

December, you basically said, mission accomplished. 
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You said, “Based on the totality of reforms we are putting in 
place, I believe we will meet that test.” 

This is despite the views of Federal Reserve Chair Yellen, Gov- 
ernor Trujillo, the FDIC, the OCC, that our work on too-big-to-fail 
is not finished. It almost does not matter what they say because 
the markets still say that on too-big-to-fail the work is not finished. 

Yesterday, you appeared to have a perhaps slight change of heart 
when you told Chairman Hensarling, I am not sure we will know 
the answer to that question until we have the next financial crisis. 

Now that we all agree we cannot honestly say that too-big-to-fail 
is over, what are we going to do to finally put the issue to rest? 

Mr. Lew. Senator, I have said on many occasions that the real 
test only comes in the next financial crisis, which I believe is the 
case. We have to take the steps that we believe are most effective, 
and we do our analysis, but the only real moment when you know 
for sure is when there is a crisis. 

I believe if you look at what we have done we have done an enor- 
mous amount. The capital that these institutions have 

Senator Brown. I have never questioned whether you have done 
a decent amount. 

I have questioned that the markets still say there are advantages 
for the largest banks on the capital markets, and so many others 
are saying that. 

Mr. Lew. On the question of the advantage, obviously, there is 
a lot of work being done. There is a GAO report that is being com- 
pleted I believe at your request. 

There are a lot of market indicators that show that the assump- 
tion that there is a price advantage is going way down. I am not 
saying it is eliminated. It might be. There are some who argue. 

But I think that in terms of the market advantage, it is certainly 
shrinking, if not gone. I do not know that that is the only test. 

Senator Brown. If not gone? 

Mr. Lew. I am just saying there are people who have expressed 
the view that it is shrinking, others who have said that it is gone. 

Senator Brown. And your view is which? 

Mr. Lew. It is definitely dramatically reduced. 

The data are still being analyzed, and we will continue to look 
at it. 

Senator Brown. Well, one of 

Mr. Lew. We are not going to defer to a rating agency or one 
other. We have to keep looking. 

Senator Brown. Well, it is way more than rating agencies that 
contend that. 

Mr. Lew. Yeah. 

Senator Brown. I mean, FSOC’s mission is under the Dodd- 
Frank. One of its missions is that we restore discipline to the mar- 
kets through our clear message that no institution is immune from 
failure. 

And you know that. That is your responsibility. 

Your statements have been a little, I think, off of that, but I 

Mr. Lew. Well, I actually do not think so. 

I mean, I think we need to do everything that we can to reduce 
the risk. The law has been changed so that we do not have 
rules 
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Senator Brown. But implying mission accomplished does not — 
implying or saying mission accomplished does not get us there. 

Mr. Lew. I actually did not say — I did not say mission accom- 
plished. 

I said we have to stay vigilant and keep asking questions and 
our work is not done. I have raised issues about shadow banking. 
I have raised issues about international collaboration. 

I think we have a lot more work to do. 

The question of whether or not — you know, I do think it is impor- 
tant to look at things like capital standards, like the Volcker Rule, 
like the resolution authority. There is enormous progress. 

I am not sure that anyone sitting where I sit should ever be com- 
fortable that they are done with their work. 

To the extent that these institutions are so very complex, as I 
was saying earlier, I think that presents issues that require our on- 
going attention. 

So I am not saying that we are done with our work, but I do 
think that on the question of whether or not these institutions can 
now absorb losses and economic shocks that they could not before, 
we are in a very different place than we were a few years ago. 

Senator Brown. OK, OK. Let me close with a quick statement, 
Mr. Chairman. 

Respond, if you would like, Mr. Secretary. 

I am concerned about financial deregulation and disarmament, if 
you will, through international regulations. Last year. Chairman 
Bernanke told this Committee that Basel III, international capital 
accordance — he said, least common denominator. 

We saw an example of that 2 weeks ago when the E.U.’s finance 
minister came to Washington and lobbied the Fed to delay a rule 
requiring large banks to have minimum levels of loss-absorbing 
capital and long-term debt. 

I am especially worried that including financial services in TTIP 
could undermine U.S. financial regulations. Our safety and sound- 
ness rules are obviously superior to theirs. 

We have heard concerns that negotiations on capital standards 
for international insurers could move the U.S. to a European model 
of regulation. 

From what I have heard, the Administration — and I thank you 
for this — both you and Ambassador Froman, have stood firm on not 
including financial services in TTIP, the Translation Trade and In- 
vestment Partnership. I urge you to continue that advocacy in 
international negotiations, to preserve U.S. regulators’ authority to 
do whatever is necessary to make sure that our financial system 
is safe and sound. 

So I thank you for that. 

Mr. Lew. Senator, we totally agree on that. I have made clear 
to our negotiating partners that we do not think it is appropriate 
to bring prudential regulatory standards into a trade negotiating 
context and a trade dispute resolution process. 

What we do try to do is use entities like the G-20 and the FSB 
to drive international standards up. It ought to be a race to the top, 
and I do think it is important that we remain very engaged in that 
process. 

Senator Brown. Thank you, Mr. Secretary. 
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Thank you, Mr. Chairman. 

Senator Reed. Senator Toomey. 

Senator Toomey. Thank you, Mr. Chairman. 

Thank you. Secretary Lew, for being with us today. 

Just a few quick points I would like to make before I get to a 
couple of questions. 

One is I wholeheartedly agree with Senator Menendez’s point 
about the orphan drugs. It is a very, very real issue. I think it is 
an unintended consequence of the way the policy was drafted. 

And I would just ask you, as you respond to him on this issue, 
if you would please include me in your response 

Mr. Lew. Happy to. 

Senator Toomey. because he and I have been working to- 

gether on this. He is exactly right about the substance of the prob- 
lem. 

Very quickly on the Ex-Im Bank, which came up earlier, I under- 
stood you to say, if I could paraphrase, essentially, since our lead- 
ing trading competitors engage in Government-sponsored export fi- 
nancing, we need to do it too in order to remain competitive. But 
you went on to say it would be a different question if everyone 
would step back from this Government-sponsored export financing. 

Of course, that stepping back will not happen by itself It is going 
to require some leadership. 

And so I, in fact, at the last reauthorization debate, proposed ex- 
actly this encouragement, that we would have a mutual stepping- 
back from forcing all of our respective taxpayers to subsidize cer- 
tain companies in their exports. 

Would you support pursuing an effort to engage our trading part- 
ners and competitors in this mutual and reciprocal scaling-back of 
Government-sponsored export financing? 

Mr. Lew. Senator, we actually are engaged in conversations like 
that. Just 2 weeks ago there was a meeting at Treasury with 15 
countries, discussing this. I am not going to suggest that it is very 
far along, but there is an engagement on this. 

It is just I do not believe the same to think of it as a unilateral 
decision as to think about what would happen if the world commu- 
nity took action together. I am not particularly optimistic that it 
will have the resolution that would have everyone step back, but 
I do think it is a different question then. 

Senator Toomey. Yes, well, it is a different question. 

Surely, we will not make progress in that direction without 
American leadership. So I hope that you will help to provide that 
leadership. It would be a better world and better for Americans if 
our taxpayers were not at risk to these financing exercises. 

I would like to follow up on an issue that Senator Crapo raised, 
and this is something on which we may disagree, but I feel very 
strongly that there ought to be more transparency in the SIFI des- 
ignation process. 

And, specifically, I do very much agree with Senator Crapo, as 
I understood his comments, to suggest that we ought to have objec- 
tive criteria disclosed in advance for a variety of reasons, including, 
in my view, an institution that is potentially subject to a SIFI des- 
ignation ought to have the opportunity to consider changing its 
business model, divesting itself or otherwise being able to avoid the 
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criteria that the FSOC deems to be sufficiently risky for such a 
designation. And I do not think there is enough transparency for 
a company to make that judgment. 

So shouldn’t a company be able to make a judgment about 
whether they want to pursue lines of business that result in the 
SIFI designation? 

Mr. Lew. Yeah, I think it is a fair question. We will continue to 
strive to strike the best balance between transparency and other 
considerations in the process, like the protecting the private infor- 
mation that companies have. 

I think that on the question of whether companies get enough 
feedback to know, I think in stage three companies have ample op- 
portunity to know what the standards are. 

And it is also not a one-time determination. There is an annual 
review after a determination. So a company can choose afterwards 
also to make a change. 

I am happy to look at this question more. 

It is not that we are lacking transparency here. I think that it 
is there are very different kinds of firms, and I think that it is a 
question of whether there is one set of criteria that would be appro- 
priate for all of them. 

Senator Toomey. OK. Well, certainly, I am not suggesting that 
there is one set of criteria. Right, totally different kinds of firms. 
That is one of the problems I have with this. 

The idea that we would, for instance, impose bank-type capital 
requirements on, say, fund managers which are not acting as prin- 
cipals but, rather, as agents is completely inappropriate. 

But I still think that the transparency need not be about the spe- 
cific information about a given firm but, rather, the criteria that 
FSOC would use. And I would encourage greater transparency in 
that space. 

The last thing I wanted to touch on briefly is my understanding 
is that our regulators are in the process of proposing the implemen- 
tation of the Liquidity Coverage Rule, which originated with Basel, 
of course. Two concerns I have with this: 

One, it is my understanding this was meant to address liquidity 
challenges that would arise specifically from multinational/inter- 
national activity, and yet, the criteria for applying it is an asset 
size, which is $250 billion in assets. 

And there are some banks in America, for instance, who might 
be of that size but do not engage in much cross-border activity. 
They actually look more like a series of community banks than a 
money center bank. 

Second — and if you could just comment on both of these — is the 
fact that there is an extremely high capital requirement on 
securitized credit facilities, which I think you could argue is actu- 
ally less of a credit risk than direct lending sometimes for a variety 
of reasons, and yet, this rule would require 10 times the capital 
that direct lending would apply. 

Are those issues of concern to you? 

Mr. Lew. Senator, I think that the overarching concern is to 
make sure that firms have a thick layer of capital that is there for 
them to turn to and that they not be overleveraged to the point of 
creating systemic risk. There is an interplay between the require- 
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ments in terms of which standard will he binding for a different 
firm, depending on what the composition of their assets is. 

The Fed has worked very hard on these rules. The FDIC is work- 
ing on these rules. 

I am happy to go back and look at the question you are raising. 

Senator Toomey. I appreciate it. 

Thank you, Mr. Chairman. 

Senator Reed. Thank you. Senator Toomey. 

Senator Manchin, please. 

Senator Manchin. Thank you, Mr. Chairman. 

And thank you. Secretary Lew, for being here. 

I know you touched on this briefly; I think with Chairman Crapo, 
but I want to go back to the Export-Import Bank because I think 
there are a few things that need to be talked about here. I know 
they are getting beat up pretty good right now. 

And the thing I am looking at is the facts of what we are dealing 
with: 

Returning over a billion dollars to the Treasury, one of the few 
agencies to actually make money for our Government. 

And for supporting 205,000 American jobs, and these are real 
jobs in States like mine, of West Virginia, and every State up here. 

And also, helping about 3,400 companies, a lot of small compa- 
nies. 

We just had a seminar and had the Export-Import Bank in West 
Virginia to really expose them more. 

I have small businesses that are really poised to export, but they 
do not know how to get into that market and are afraid to get into 
that market. They do not have the wherewithal, and they will not 
tiptoe in that without the support of Export-Import Banks. 

And I want to give my colleagues — I am trying to give my col- 
leagues a comfort level on the other side of the aisle, if they would, 
and work with us. They have before. 

And I am just trying to find that middle ground if I can be- 
cause — tell me where we are poised on a global market without 
this type of tool, if you will, the Export-Import Bank, and how we 
can go it alone without that also. 

Mr. Lew. Senator, I think the Export-Import Bank provides enor- 
mous benefit to both small and large firms — different kinds of ben- 
efit. For the small firms, as you are mentioning, it is a pathway 
to understanding how to export. With the larger firms, there is a 
real need to level the playing field. 

You look at areas like aviation sales. If other countries are sub- 
sidizing their aircraft and we do not have export supports, that is 
going to have a direct impact on jobs. 

Senator Manchin. We are not even asking for a subsidy. 

Mr. Lew. No. 

Senator Manchin. We just basically are guaranteeing that, and 
they are paying the full. 

Mr. Lew. Now it is a support to the export. 

Senator Manchin. Sure. 

Mr. Lew. I do not think we can say it is not a support. I think 
ours are actually more appropriate than the subsidies that others 
provide. 
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But what I do know is that whether it is a small firm or a large 
firm, if we would remove the Export-Import Bank, both access to 
exports would be reduced and the level playing field would be made 
much more anticompetitive to the United States. 

Senator Manchin. What happens to us in September if we do not 
have a reauthorization? 

Mr. Lew. I believe the Export-Import Bank loses its ability to 
enter into the guarantees. 

Senator Manchin. Anymore guarantees, basically, from that 
point going forward? 

Mr. Lew. I do not know what happens to the ones in the pipe- 
line. That is a question I would have to ask. 

Senator Manchin. If you could find that out for me, sir, I 
would — I just think it would be devastating. If it was not for the 
export markets right now, our economy would be very much hurt- 
ing in West Virginia and I am sure around other States around 
this country. 

Mr. Lew. And I know that, whether it is construction equipment 
or aviation equipment or small manufactured goods, exports are an 
area of enormous potential for our economy and big firms and 
small firms. 

Senator Manchin. And, sir, I finally want to touch on one other 
thing, which is the big fix. Ever since the first day I arrived here, 

1 thought we needed to do a financial overhaul, and I continue to 
feel that way. 

When I was Governor, I know we did some big things. In the 
first 7 days I was there I called a special session. It was all about 
finances. Get our financial house in order. 

Our economy took off unbelievable after that, and we never 
looked back during the recession because people had confidence. 
They were investing. They knew they would be treated fair, and 
they knew there was a fair system in place. 

The uncertainty we have in our system right now, I think, makes 
that questionable, and people are looking. 

Are we protecting winners and losers? 

Are we trying to give too much to the people we think have not 
had a fair shot and trying to balance this thing out but without 
really having a concise financial or tax plan for corporations and 
our individuals? 

Mr. Lew. I could not agree with you more. We have a lot of un- 
finished business. If we could do business tax reform, I think it 
would help enormously in terms of 

Senator Manchin. Do you all intend to go after that in the last 

2 years of this Administration? 

Mr. Lew. Well, we 

Senator Manchin. Let me just say one other thing real quick, 
and then you can go ahead. 

The economy shrank 2.9 percent in this first quarter. I know it 
was a shock to all of us to see that much. There could be a lot of 
contributing factors; I understand that — tough winter, things of 
that sort. But it really set us back on our heels a little bit. 

I just believe that if you are going to leave a legacy, fixing this 
financial mess, whether you inherited it, whether we have help ere- 



26 


ate it, whether we are all at fault, Democrats and Republicans, this 
would be a tremendous legacy to leave. 

Mr. Lew. Yeah, there is no question that the first quarter of this 
year was not good performance, but I do think there are idiosyn- 
cratic factors that explain it, ranging from the weather to the fact 
that in the fourth quarter of last year we had a huge inventory 
buildup that got drawn down in the first quarter. 

And there is something in terms of the demand for health care 
goods, health care services, that is throwing these numbers into a 
place that feels very anomalous. 

Senator Manchin. In your heart of hearts, do you think that we 
will tackle — do you think that the President and the Administra- 
tion will tackle a major overhaul of our finances? 

Mr. Lew. Well, if you mean our tax system? 

Senator Manchin. Our tax system. 

Mr. Lew. Look, I think the President remains committed to it. 
The President put a proposition on the table that I think is one 
Congress should come back to, which is do business tax reform, use 
a one-time savings to fund infrastructure investment and solve two 
problems we have to get our economy moving. We can replace a tax 
code that is riddled with loopholes by lowering the statutory rate, 
and we can pay to fix our bridges, roads and ports so we can com- 
pete in the next century. 

I think it is win-win. 

Senator Manchin. And you are OK if we dedicate that additional 
revenue toward infrastructure only 

Mr. Lew. Yes. 

Senator Manchin. so we do not grow the size of Government? 

Mr. Lew. Absolutely. It is one-time savings. You could not use 
the one-time savings to cut rates or you would lose money in the 
out years. 

Senator Manchin. No, I know that. 

I am just saying, if you are on record as wanting that, that would 
be great. 

Mr. Lew. Absolutely. 

Senator Manchin. Thank you, sir. 

Senator Reed. Thank you. 

Senator Vitter. 

Senator Vitter. Thank you, Mr. Chairman. 

Mr. Secretary, I want to return to the IRS scandal that my col- 
league touched on. 

The IRS first said that there was no targeting of political groups. 
Then it said that it was a few rogue agents in Cincinnati. Then it 
said that there was also equal scrutinization of progressive groups. 
All of those things have been now provided untrue. 

Now it is saying that these Lois Lerner emails have lost forever 
because of a hard drive crash. And then only when asked, they dis- 
closed — the IRS disclosed — that six other hard drives belonging to 
IRS officials being investigated had also crashed. 

Given all that history, do you personally believe that “crash” was 
truly an accident and a coincidence? 

Mr. Lew. Senator, I do not agree with the history that you cited. 

I think there is no evidence that has come forward to show any 
political involvement in the whole 501(c)(4) decisions. 
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I think that the actions taken by this Administration and by my- 
self have been clear, that we need to replace the people who made 
decisions in senior positions. 

And I have 

Senator Vitter. Mr. Secretary, do you personally believe that 
this hard drive crash was both an accident and a coincidence? 

Mr. Lew. Senator, I have no reason to believe it is not just a 
hard drive that broke. Hard drives do break. 

Senator Vitter. So you believe it was an accident and a coinci- 
dence. 

Mr. Lew. Look, I know that in 2011, when the hard drive broke, 
it was reported. There was an attempt made to reconstruct it. It 
was a hard drive that broke. 

Senator Vitter. You believe it was an accident and a coinci- 
dence, basically, according to your testimony before, because folks 
at the IRS told you that? 

Mr. Lew. Senator, sometimes a broken hard drive is just a bro- 
ken hard drive. 

Senator Vitter. But you do not understand the fact that the 
American people think somebody other than folks at the IRS 
should look at this? 

Mr. Lew. Look, I 

Senator Vitter. Doesn’t that make fundamental sense? 

Mr. Lew. I defer to the IRS commissioner who has addressed this 
at great length. They have and will continue to respond to ques- 
tions. 

Senator Vitter. When is the last time a hard drive broke like 
this at the IRS? 

Mr. Lew. I do not know. Senator. 

Senator Vitter. So you have not asked that question? 

Mr. Lew. I do know that hard drives periodically break. 

Senator Vitter. Do you know if it has ever happened before, say 
in the last 10 years, at the IRS? 

Mr. Lew. Senator, I am not an IT expert. I would have to get 
our IT expert. 

Senator Vitter. And you have not asked that question? 

Mr. Lew. Senator, I do know that hard drives break. They break 
in the Congress. They break in agencies. They break in our homes. 

And, when a hard drive breaks, you try to recover what you can. 

What the IRS has done is gone above and beyond in terms of 
reaching out, not just to the broken hard drive but to the 

Senator Vitter. Mr. Secretary, the point is nobody trusts the 
IRS to be the only person looking at this issue. 

It is a fundamental point. No one thinks only the folks who could 
get in trouble over it should investigate it. 

You do not think that is a fair response because that is certainly 
the dominant response of the American people? 

Mr. Lew. Senator, I think that the IRS has gone through a thor- 
ough review. They made a report to the Congress. They are testi- 
fying and answering questions, and 

Senator Vitter. Let me ask you this way; when a taxpayer files 
a tax return and takes a bunch of deductions and the IRS asks 
questions about those deductions and the taxpayer has no receipts, 
no documentation of the deductions, because the dog ate them. 



28 


should the IRS accept that without any further outside investiga- 
tion? 

Mr. Lew. Well, actually, the IRS policy, when a taxpayer has lost 
information because of something like a broken hard drive, is to 
work with the taxpayer to recover what can be recovered and to 
make determinations based on the data that are available. 

Senator Vitter. That is interesting. I think there are going to be 
a lot of broken hard drives happening in the next few months. So 
I would warn the IRS about that. 

An archivist of the United States testified yesterday that the IRS 
did not follow the law when it failed to report the loss of records 
belonging to a senior IRS executive. 

What consequences will there be for that failure? 

Mr. Lew. Senator, the IRS IG is looking at this whole matter. So 
there are independent eyes being put on it, and I would defer to 
the IRS IG for those matters. 

Senator Vitter. Also, a number of IT professionals disagree that 
these emails are unrecoverable. 

What, if anything, are you doing to bring those professionals into 
the process? 

Mr. Lew. Senator, I am happy to take back any questions that 
arise. 

I am not, as I say, an IT professional. I have been told that ex- 
traordinary steps have been taken to recover the data. 

Senator Vitter. I just want to emphasize, Mr. Secretary, that in 
the real world, when I talk to folks in Louisiana — Democrat, Re- 
publican, Independent — their reaction to the notion that this is a 
pure accident and coincidence ranges from some who are very, very 
dubious to most who think that that assertion is laughable. 

And this is growing the distrust gap enormously between Wash- 
ington and the American people. Something needs to be done about 
it. 

Mr. Lew. Well, Senator, I obviously do not disagree that it is un- 
fortunate that the hard drive broke. 

I am answering your questions. The IRS is answering questions. 
It was from 2011, when the hard drive broke, until now that every 
effort has been made to recover. 

Senator Vitter. And the only folks looking into it work at the 
IRS. The only folks looking into it are those who work at the IRS. 

Mr. Lew. Senator, the IG is looking into it. 

Senator Reed. Senator Warren, please. 

Senator Warren. Thank you, Mr. Chairman. 

And thank you, Mr. Secretary, for being here. 

You know, Mr. Secretary, there are two tools to address the on- 
going too-big-to-fail problem. We could address the to-fail part by 
trying to eliminate all the different ways that massive financial in- 
stitutions could take on too much risk, or we could address the too- 
big part of it by breaking up the biggest banks so that even if they 
did take on too much risk we could let them fail without worrying 
that they would bring down the whole economy. 

Now Dodd-Frank focused principally on the first approach, trying 
to address the sources of risk in the system. 

But since Congress enacted that law, the risks have changed. 
Banks have gotten more involved in the ownership and trading of 
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physical commodities like aluminum, oil and gas. They have start- 
ed offering securities backed by subprime auto loans, which look an 
awful lot like the subprime mortgage-backed securities that cause 
the 2008 crisis. 

It seems like we are playing a game of Whack- A-Mole. As we ad- 
dress some sources of risk, others start popping up. 

So my question is given how quickly the amount and types of 
risk change for these massive financial institutions and how dif- 
ficult it is for regulators to master these new challenges, how con- 
fident are you that we can solve the too-big-to-fail problem by fo- 
cusing only on regulating risk rather than using a combination of 
regulating risk and reducing size? 

Mr. Lew. Senator, I actually think that size does not always cor- 
relate with risk. You could have a smaller institution that creates 
more risk. 

Senator Warren. Let me just stop you there, Mr. Secretary, just 
because you and I have had this conversation before. 

Mr. Lew. We have. 

Senator Warren. And this part of it we can just rehearse very 
quickly by saying the question is not whether it always correlates. 

The question is whether or not a large institution that takes on 
more risk poses more risk to the economy than a smaller institu- 
tion that takes on more risk. 

And it is a question of using one tool — that is, you are just trying 
to manage risk — or using two tools, that risk and size matter. 

Mr. Lew. Senator, I think that if you look at the approach we 
have taken — and when I say we, I do not mean just Treasury but 
the regulators have taken — it imposes substantial burdens on large 
firms by requiring higher capital reserves, by putting tougher 
standards in place. 

So there has not been an ignoring of size. It has been to impose 
internalized costs to reduce the risk. 

Now whether there is more that needs to be done is something 
we need to continue to look at. 

Senator Warren. But, Mr. Secretary, what has been the con- 
sequence of your having imposed these, as you put them, costs on 
size? We have watched over the last 5 years the largest financial 
institutions have gotten substantially larger. 

So it is not that these tools have been effective to reduce the size. 
They have grown. 

Mr. Lew. Well, they also have much higher capital reserves, and 
they are in a position that is not the same as the position they 
were in at the beginning of the process. 

I mean, at some level, if the price of being big means having 
larger capital reserves and you can build in more protections, the 
question, which I think is a fair question, is, is that enough? 

But the approach taken has not been to ignore size is what I am 
saying. 

Senator Warren. Well, all right, but they have gotten bigger. So 
whatever you are doing is obviously not causing them to get small- 
er, and that adds additional risk. 

So let me ask the question then a different way. 
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I know that the Treasury Department has supported the big 
banks and objected to steps that would reduce their size, such as 
imposing asset caps or reinstituting Glass-Steagall. 

But the GAO will release a report shortly on whether the big 
banks continue to profit from their too-big-to-fail status. 

Now if that report confirms that too-big-to-fail is still a serious 
problem, will the Department rethink its opposition and support 
taking steps directly to reign in the size of the biggest financial in- 
stitutions? 

Mr. Lew. Senator, I look forward to reading that report and 
other analyses of the issue because, obviously, it is an important 
question — whether there is a funding advantage — and the data, as 
we have discussed many times, are imperfect and not as current 
as we would all like. 

And we are always looking at what we can do to make our finan- 
cial system safer and sounder. 

My reluctance to directly answer the question about kind of set- 
ting arbitrary size limits is that I worry that that perhaps misses 
the real risks, and I look forward to continuing the conversation. 

Senator Warren. Well, I appreciate that, Mr. Secretary. 

You said yesterday — and I will close here since I am over time. 

But you said yesterday, in testimony before the House, that we 
will not really know whether we have solved the too-big-to-fail 
problem until there is another crisis. I hope that does not mean 
that nothing will change your mind on the question of addressing 
the fact that the biggest financial institutions in this country are 
getting bigger by the day and that size intersects with risk. 

Believing that we are using only one tool, and that is trying to 
regulate the risk, without paying attention to size, I think, runs 
some enormous risks. 

I know I do not have to remind you; we cannot afford another 
financial meltdown, and these big banks pose a risk to the entire 
economy. 

Mr. Lew. Senator, I think that there should not be a day when 
we do not look forward at what the risks of the future are and chal- 
lenge our assumptions that we have come to today with and ask, 
do we have the tools we need for the future? That is how I ap- 
proach every issue. 

And we have to rethink things. So I do not have views that are 
locked in based on the past. 

But I do think that if you look at what we have been doing we 
have been keeping a focus on where we think the risks are the 
greatest. So we are keeping a lot of pressure on the regulators to 
act on shadow banking. We are keeping a lot of pressure on the 
international system to meet U.S. capital standards so our expo- 
sure is not so great in our complex, global financial system. 

And I look forward to continuing to look at all these issues. 

Senator Warren. I appreciate that. 

I appreciate your willingness to consider and reconsider the im- 
pact of size and also to continue to take a very hard look. These 
banks are taking on new forms of risk and that — I apologize. 

Mr. Lew. I know you are over time and I am over time, but I 
actually think size is not necessarily the only issue. Complexity is 
an issue that may be more important than size. 
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Senator Warren. Hence, the reason to use two tools and not just 
one. 

Mr. Lew. But I do not think that leads to an arbitrary limit that 
would not necessarily deal with that problem. 

Senator Warren. Many ways to deal with size without calling it 
an arbitrary limit — I will not let him get the last word. 

Thank you, Mr. Chairman. 

Senator Reed. Senator Heller. 

Senator Heller. Mr. Chairman, thank you. 

And to the Secretary, thank you for being here also. 

I want to begin by saying that I do not share your confidence in 
Commissioner Koskinen. I have been here for 7 V 2 years and have 
never seen a more arrogant witness in my time here. And coming 
from a city that breeds arrogance, that is really saying something. 

I want to begin by following up with Senator Moran’s and Sen- 
ator Vitter’s questions on the IRS scandal. 

Before I do so, I would like to start with a quote from the Presi- 
dent last year that said, “The IRS has to operate with absolute in- 
tegrity, and the Government has to conduct itself in a way that is 
true to the public trust.” 

And I would argue that this Administration has completely failed 
on every single one of those points, and I think there are many 
here in this room that would agree with me. 

Going back to Senator Moran’s questions and being very specific. 
Secretary Lew, when were you first personally aware — when were 
you first personally aware that Lois Lerner’s emails were lost? 

Mr. Lew. Senator, as I testified yesterday, I became aware of it 
roughly at the time Congress did, just days before. 

Our attorneys were talking to each other, and I think correctly 
said that they should fully understand the whole situation and 
then bring it forward and disclose it completely, and that is what 
they did. 

Senator Heller. So they found out in April and did not tell you 
until you heard on TV? 

Mr. Lew. No, no, I said I learned just before. 

Senator Heller. So a week ago? 

Mr. Lew. I would have to 

Senator Heller. Days ago? A week ago? 

Mr. Lew. I learned, you know, a day or two before. 

Senator Heller. OK, you said days ago. 

Did you give or receive any directives of how the IRS should han- 
dle that? 

Mr. Lew. I am sorry I did not hear you. 

Senator Heller. Did you give the IRS, or have you had oppor- 
tunity to give them, any directives? 

Mr. Lew. Our general counsels engaged on this, and the direc- 
tion — 

Senator Heller. Are you engaged? 

Mr. Lew. The direction that was given was figure out what hap- 
pened and share that information when you thoroughly can explain 
where it is. I think that was the right guidance. 

Senator Heller. But I just want to know. What are the discus- 
sions between Treasury and the IRS? What has been taking place 
since you found out? 
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Mr. Lew. The IRS is responsible in this area, and Commissioner 
Koskinen has been answering questions on it, and I have remained 
abreast of what is going on. 

But, obviously, I am not the IT expert. I cannot go back and go 
through the details of 

Senator Heller. Are you responsible for the IRS? Are you re- 
sponsible? 

Mr. Lew. The IRS is part of the Treasury Department. 

Senator Heller. Right, right. So you have a hands-off approach? 

Mr. Lew. No, I did not say I have a hands-off approach. 

Senator Heller. It sounds to me you have a hands-off approach 
moving forward on this. 

Mr. Lew. Senator, I do not pretend to be an IT expert. 

Senator Heller. I am not asking you to be an IT expert. 

All I am asking you is, are you having discussions today, as head 
of the Treasury Department, with the IRS on this issue? Are you 
having discussions? 

Mr. Lew. There 

Senator Heller. You can tell me no. That is all right. 

Mr. Lew. No. The direction which was given by Treasury was to 
get to the bottom of this and to understand it and to share the in- 
formation. That is, I think, what was the right thing to do. 

Obviously 

Senator Heller. Have you had any personal discussions with 
the White House about these lost emails? 

Mr. Lew. I am not going to get into specific conversations, but 
there has been — this is something that the IRS has analyzed and 
shared everything that they know. 

Senator Heller. So, as part of your hands-off approach, you 
have not even talked to the White House about this? 

Mr. Lew. Look, the IRS is an agency that I think appropriately 
operates within Treasury with a great deal of independence be- 
cause I do not think it would be in anyone’s interest for there to 
be any political interference with the IRS. 

But on questions 

Senator Heller. We can just move on. 

The Federal Records Act requires that all agencies back up all 
official documents and communications. 

Do you believe that the IRS has broken any laws? 

Mr. Lew. The IRS IG is taking a look at this, and I will obviously 
read that report. 

Senator Heller. Can we go somewhere else besides the Treasury 
IG or the IRS IG? 

Can we get an independent review? I think that is what Senator 
Vitter was trying to get to. 

Can we get outside the Treasury Department, outside the IRS, 
and get an independent review of this? 

Mr. Lew. You know, I have never heard a question raised about 
the independence of the IRS IG. 

Senator Heller. Well, you are hearing it. You are hearing it. 

Can we? 

Mr. Lew. The IG is an independent investigator. 

Senator Heller. Would you support outside the Treasury De- 
partment taking a look at this? 
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There is a real lack of confidence. 

Mr. Lew. I think the IG investigation is appropriate and is un- 
derway. 

Senator Heller. You are sounding just like the commissioner 
now. You are sounding just like the commissioner. 

Mr. Lew. Senator 

Senator Heller. Can you get an independent counsel outside the 
Treasury to take a look at this issue? 

Mr. Lew. Senator, I think the IG review is the appropriate step. 

Senator Heller. So you are saying no. 

Mr. Lew. I am telling you what I think the appropriate step is. 

Senator Heller. Your answer is no. 

Thank you, Mr. Chairman. 

Senator Reed. Thank you. Senator Heller. 

I am informed that Senator Shelby has one question. 

Senator Shelby. One question, I hope. 

Senator Reed. Asking that question, I will recognize Senator 
Shelby. 

Senator Shelby. Mr. Secretary, I have before me a Treasury 
Order 10105, which breaks down the relationship and supervision 
of officials in the Department of Treasury. That is, you designate 
under the order the Deputy Secretary is authorized to work in your 
behalf and so forth. It has got a list of the Under Secretaries, and 
number 11 is the Commissioner of Revenue. 

The IRS Commissioner, as I understand it, according to your di- 
rective here, reports directly to the Deputy Secretary of the Treas- 
ury, which reports — the Deputy reports to you. Is that right? 

Mr. Lew. That is correct. 

Senator Shelby. OK. Now 

Mr. Lew. I mean, it is a bit more independent than other 
subunits; we should clear. 

Senator Shelby. Not totally? 

Mr. Lew. Not totally, no, no, no. I never said it was. 

Senator Shelby. Do you believe that the integrity of the IRS is 
of the utmost importance to the functioning of this Government? 

Mr. Lew. Look, I have said many times, and I believe deeply 

Senator Shelby. Yes or no — do you believe that? 

Mr. Lew. that in a functioning democracy the integrity of the 

IRS is critical. 

Senator Shelby. Do you realize — you, the Secretary of the Treas- 
ury — that the IRS’s integrity has been called into question all over 
America, in other words, for what has been going on at the IRS the 
last several years? 

People do not trust the IRS. They do not believe that those tapes 
and hard drives just disappeared. 

You know all this. I think you are an honorable man. I have 
known you a long time. 

But isn’t it time — isn’t it past time — for us to get past you look- 
ing at internally, even by an inspector general, and get a special 
prosecutor to restore the integrity of the IRS, whatever the cost, 
wherever it leads? 

Mr. Lew. Senator, I believe that if you look at the amount of in- 
vestigation that has been done, that has produced no evidence of 
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any political interference in this process, if one looks at the record, 
the record should actually be reassuring. 

Obviously, there is a desire to keep asking questions. I under- 
stand that, but I do not think it is because the questions have not 
been thoroughly examined by committee after committee of Con- 
gress, independently looking at all of the evidence, interviewing 
people, going through millions of pages of documents. No evidence 
of political interference — at some point, the process has to recog- 
nize that. 

Senator Shelby. Well, I think most people would think there has 
been a lot of interference by the IRS. 

Mr. Lew. There is no evidence of it. 

Senator Shelby. Not just the disappearance of the tapes but 
what went on before them, when they were stonewalling different 
designations that should have been approved. 

But the integrity of the IRS is what is important, and the Amer- 
ican people — I think that is in question now. 

How do you restore it? I believe you get to the bottom of this. 

And I do not believe Treasury and the inspector general and oth- 
ers can do this. We need outside special prosecutors to do it be- 
cause it is important, not only to this Administration but to the 
functioning of Government, period. 

Thank you. 

Senator Reed. Thank you. Senator Shelby. 

Thank you, Mr. Secretary, for your testimony. 

As many of my colleagues indicated, they will submit written 
questions to you, and we ask for your prompt response. 

With that, I will say, the hearing is adjourned. 

[Whereupon, at 11:49 a.m., the hearing was adjourned.] 

[Prepared statements and responses to written questions sup- 
plied for the record follow:] 
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PREPARED STATEMENT OF SENATOR RICHARD C. SHELBY 

Thank you, Mr. Chairman. 

My position on the Financial Stability Oversight Council, or FSOC, is well known. 
As I have said in the past, I have strong concerns with the Council, which, I believe, 
was one of Dodd-Frank’s ways of preserving and codifying preferential treatment for 
large institutions with any hand in financial markets. 

I am afraid that my concerns with the structure of the Systemically Important 
Financial Institution, or SIFI, designation process have proven eerily true for finan- 
cial firms of all sectors. It seems to me that not only is the process thoroughly 
opaque, but aside from an introductory threshold, the qualifications for designation 
are devoid of any quantitative data. What constitutes interconnectedness? What spe- 
cific metric does FSOC use to determine a systemically important level of inter- 
connectedness? Mr. Chairman, we don’t know. 

Further, as I have outlined before, I remain concerned with the ideology of a SIFI 
designation entirely. The Federal Government should not pick winners and losers 
in the market. Yet, that is exactly what a designation does; it chooses which firms 
are too-big-to-fail. Mr. Chairman, I understand that this Committee has already had 
this debate; however, I do not believe it is over. I believe stronger-still capital stand- 
ards for the major market players should be on the table. I look forward to hearing 
Chairman Lew’s perspective on this matter and on many of these other concerns, 
and I hope he shares them. 

Thank you Mr. Chairman. 


PREPARED STATEMENT OF JACOB J. LEW 

Secretary, Department of the Treasury 

June 25, 2014 

Chairman Johnson, Ranking Member Crapo, and Members of the Committee, 
thank you for the opportunity to testify today regarding the 2014 annual report of 
the Financial Stability Oversight Council. 

Nearly 4 years ago. President Obama signed into law the Dodd-Frank Wall Street 
Reform and Consumer Protection Act (Dodd-Frank Act), the most comprehensive set 
of reforms to our financial regulatory system since the Great Depression. As a result 
of the implementation of these new rules, consumers have access to better informa- 
tion about financial products and are benefiting from new protections. Financial 
markets and companies have become more resilient. Regulators have become better 
equipped to monitor, mitigate, and respond to threats to financial stability. And 
today, our financial system is better capitalized, more transparent, and better pre- 
pared to withstand shocks. 

As many of you know, one of the important reforms in the Dodd-Frank Act was 
the creation of the Financial Stability Oversight Council (Council). Before the Coun- 
cil, no single authority was accountable for monitoring and addressing risks to fi- 
nancial stability, and each regulator focused on the institutions, functions, or mar- 
kets under its purview. As we learned, without a mechanism to look at the entire 
financial system, risks to financial stability can spread quickly across institutions 
and markets. This siloed approach allowed certain risks to fall through the cracks 
of the regulatory system and failed to protect us in the lead-up to the crisis. 

Congress changed that. With the establishment of the Council, senior regulators 
from across the system now meet regularly to facilitate a more coordinated approach 
to monitoring, identifying, and responding to potential threats to financial stability. 
Today, the Council provides a forum to foster regular and close collaboration among 
its members at both the Federal and State levels. This collaboration features fre- 
quent meetings between senior officials, as well as dedicated and ongoing engage- 
ment among staff on a near-daily basis. 

Independent regulators continue to be responsible for regulating the markets and 
institutions they oversee. But they are now also part of a process that enables them 
to look across markets and institutions to monitor the entire financial system and 
identify potential risks to U.S. financial stability. Some now suggest that this func- 
tion should be curtailed, but hindering the Council’s ability to analyze information 
regarding particular sectors, firms, or activities runs the risk of missing the next 
threat to our financial system and the U.S. economy. This is an important responsi- 
bility that the Council must fulfill. 

Today, there are even some who challenge the notion that the Council should ask 
questions about whether certain activities or companies might pose risks to the sta- 
bility of the U.S. financial system. But asking questions does not equal regulatory 
action. We learned from the financial crisis that regulators should have asked more. 
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not fewer, questions about the institutions and activities that they oversaw. And 
today we should ask these questions equally prepared to find a reason to take action 
or not. But if we avoid or are discouraged from asking questions altogether, our fi- 
nancial system will be more exposed to unseen risks, potentially leading to large 
scale problems. 

There are many possible outcomes associated with the Council examining a par- 
ticular risk. If the Council determines there is a risk that requires action. Congress 
provided the Council with a broad range of authorities and potential remedies. The 
Council may also conclude that it does not need to act, that it needs to examine 
and issue further, or that it must gather additional data. What the Council should 
not do is cordon off any sector or activity without even considering it. That would 
be a dereliction of Council responsibilities and a complete disregard for the very 
purpose of the Council. 

Some also claim that the Council’s processes are opaque and its outcomes are pre- 
determined, but that is simply wrong. The Council has voluntarily adopted a robust 
transparency policy and put in place a comprehensive, deliberative approach to its 
evaluation of risks, and it solicits public input and carefully considers all points of 
view. Its report, which I will be discussing today as the subject of this hearing, de- 
scribes the work of the Council. 

As the distance in time since the financial crisis grows, we must not forget the 
financial and emotional pain endured by millions of American families who lost 
their homes, their retirement savings, or their jobs. We cannot return to a regu- 
latory environment that failed to detect risks to financial stability and was 
unequipped to mitigate those risks and prevent the damage to our financial system 
and economy. 

In this context, the Council’s annual report stands as a testament to how the 
Council is executing on its statutory duty to identify and respond to potential 
threats to financial stability. The report reflects the collective judgment of Council 
members regarding the key risks to financial stability and provides an important 
example of how the Council shares information about its work with Congress and 
the public in a clear and transparent manner. Each annual report is the product 
of a highly collaborative analysis conducted by the Council’s member agencies to 
document for the public the Council’s sense of the risks present in all corners of the 
market, its assessment of how those risks might be transmitted to the broader fi- 
nancial system, and its recommendations for specific actions to mitigate those risks. 

The Council’s annual report also provides a roadmap for the Council’s agenda for 
the upcoming year — what areas it will focus on, what areas will likely require addi- 
tional attention, and how it expects to address them. The 2014 annual report fo- 
cuses on nine areas that warrant continued attention and possibly further action 
from the Council’s members: 

• First, regulatory agencies and market participants should continue to take ac- 
tion to reduce vulnerabilities in wholesale funding markets, including tri-party 
repo and money market mutual funds, that can lead to destabilizing fire sales. 

• Second, regulators should continue to work with polic 3 Tnakers to implement the 
significant structural reforms needed to reduce teixpayers’ exposure to risk in 
the housing market. 

• Third, cybersecurity threats, infrastructure vulnerabilities, and other oper- 
ational risks remain a top priority for the Council, and regulators should con- 
tinue to take steps to prevent operational failures and improve resiliency. 

• Fourth, as the financial system evolves in response to technological, competi- 
tive, and regulatory changes, regulators should remain attentive to financial in- 
novations and the migration of certain activities outside of traditional financial 
intermediaries that could create financial stability risks. 

• Fifth, U.S. regulators should continue to cooperate with foreign counterparts to 
address concerns about benchmark reference rates such as LIBOR. 

• Sixth, regulators and institutions should remain vigilant in monitoring and as- 
sessing risks related to interest rate volatility, particularly as investors seek 
higher yields in a low interest rate environment. 

• Seventh, Council member agencies should continue to work with the Office of 
Financial Research (OFR) to fill financial data gaps and address related issues 
of data quality and comprehensiveness. 

• Eighth, regulators should continue implementation of Dodd-Frank reforms to 
reduce risk-taking incentives of large, complex, interconnected financial institu- 
tions. 
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• And finally, there is a need for continued monitoring of adverse financial devel- 
opments abroad and their potential impact on the U.S. financial system. 

Activities of the Council 

Since its 2013 annual report, the Council has continued to fulfill its statutory re- 
sponsibilities to identify risks to U.S. financial stability, promote market discipline, 
and respond to emerging threats to the stability of the U.S. financial system. The 
Council regularly examines significant market developments and structural issues 
within the financial system. For example, over the past year, the Council considered 
issues such as market volatility, the Government shutdown and debt ceiling im- 
passe, interest rate risk, economic developments in Europe and emerging economies, 
housing finance reform proposals, the NASDAQ trading halt in August 2013, and 
risks to financial stability arising from cybersecurity threats. Recognizing the need 
to be vigilant in responding to new and emerging challenges, the Council will con- 
tinue to monitor potential threats to financial stability and to facilitate coordination 
among its member agencies. 

In addition, last year, the Council made its first designations of nonbank financial 
companies. The Council’s designations authority addresses a key weakness brought 
to light by the financial crisis: the existing regulatory structure allowed some large, 
complex nonbank firms to pose risks to financial stability that were not subject to 
adequate supervision. As a result, the Dodd-Frank Act allows the Council to des- 
ignate nonbanks whose distress or activities could pose a threat to U.S. financial 
stability, and subject them to supervision by the Federal Reserve and enhanced pru- 
dential standards. The Council has used a thorough and transparent process when 
considering these companies for designation, giving each company numerous and ex- 
tensive opportunities to engage with the Council and its staff and to understand the 
detailed reasons for any designation. 

The Council voted in July 2013 to make final determinations regarding American 
International Group (AIG) and General Electric Capital Corporation. In September 
2013, the Council voted to make a final determination regarding Prudential Finan- 
cial. The Council had notified those companies in the fall of 2012 that they were 
under review for potential designation, and the companies submitted information for 
the Council to consider in its evaluations. The lengthy and careful analyses con- 
ducted by the Council included frequent and substantive interactions with the com- 
panies under consideration. 

Let me give you an example. For one of the companies that has been designated. 
Council staff spent over a year conducting an analysis that considered more than 
200 data submissions from the company that totaled over 6,000 pages. The Council 
or its staff met with the company 20 times. Prior to a final determination, the Coun- 
cil prepared and shared with the company an approximately 200-page document 
outlining the Council’s analysis and rationale for a proposed determination. The 
company responded to this document and discussed it with all the members of the 
Council before the Council made a final decision. This determination — and any oth- 
ers made by the Council regarding nonbank financial companies — was based on the 
standards set forth by Congress in the Dodd-Frank Act and followed the process laid 
out in the Council’s public rule and guidance. 

One final point I would like to make here is that given the global nature of the 
financial system, the United States has made strong commitments to international 
efforts to institute financial regulatory reforms comparable to and consistent with 
ours. Such efforts are important to safeguarding the U.S. financial system from 
threats resulting from weaker regulation abroad, as well as to promoting a level 
playing field for U.S. firms that operate internationally. 

The Council’s Governance and Transparency 

The Council is committed to conducting its work publicly. Indeed, as I noted pub- 
licly at our May meeting, the Council’s annual reports will continue to serve as a 
key tool for communicating our activities to the public and Congress. 

However, much of the Council’s work — particularly in regards to companies under 
consideration for potential designation — relies on sensitive company and industry 
data and information that would not be shared by firms or regulators without an 
expectation of confidentiality. Accordingly, the Council is committed to conducting 
its meetings in public whenever possible and to releasing minutes for all its meet- 
ings. Though no statute requires the Council to do so, we believe taking these steps 
helps provide the public with insight into the Council’s work. We have kept those 
commitments over the past three and a half years, including holding 12 open meet- 
ings and releasing minutes for 40 meetings. 

The Council also understands that it can always improve upon its commitments. 
To that end, beginning in 2013, the Council undertook a review of its governance 
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and transparency policies to determine whether it can even better enhance its open- 
ness and accountability to the public while still protecting sensitive information. 
This review has included consideration of the practices of other organizations with 
similar structures, memberships, or responsibilities as the Council. For example, 
during a public session in May, the Council revised its transparency policy to incor- 
porate several enhancements to improve communication with the public. Addition- 
ally, the Council adopted bylaws for its Deputies Committee that will provide fur- 
ther visibility into some of its staff work. 

The Council understands that the perspective of the public enhances its analysis. 
Accordingly, it actively seeks input from outside parties to inform its work. For ex- 
ample, in December 2013, a representative from the banking sector joined a public 
meeting of the Council to discuss cybersecurity. In May, the Council hosted a public 
conference on asset management to hear directly from industry representatives, aca- 
demics, and other stakeholders on topics related to asset management. The Council 
continues to work with State and foreign regulators in the course of its analysis on 
nonbank financial companies. The Council continues to benefit from this type of en- 
gagement with external stakeholders and expects to continue to be informed by out- 
side experts on its work going forward. 

Progress on Financial Regulatory Reform 

The 2014 annual report discusses the significant progress that Council member 
agencies, both individually and collectively, have made in implementing Dodd-Frank 
Act reforms. As a result of the implementation of these reforms, consumers have 
access to better information about financial products and are benefiting from new 
protections. Financial markets and companies have become more resilient and 
transparent, and regulators have become better equipped to monitor, mitigate, and 
respond to threats to the financial system. 

Over the past year, the regulators reached a number of key milestones in finan- 
cial reform implementation, including: 

• finalization of the Volcker Rule, bank capital rules, a supplementary leverage 
ratio for the largest banks and bank holding companies, enhanced prudential 
standards for the U.S. operations of large foreign banks, and the development 
of clearing, trading, and registration requirements for certain swaps markets; 

• proposed rulemakings on money market mutual fund (MMF) reform, risk reten- 
tion for securitizations, and requirements for short-term liquidity coverage for 
large banking organizations; and 

• significant reductions in intraday credit exposures in the tri-party repo market 
and significant progress on the strategy for financial institution resolution 
under the orderly liquidation authority. 

On a related note, there has been continued progress toward achieving an inter- 
national minimum standard that would allow national authorities in the majority 
of the world’s largest economies to wind down failing global banks without the use 
of taxpayer money. We also anticipate progress on a framework for cross-border co- 
operation in the future resolutions of global banks. Now let me provide greater de- 
tail about the nine areas of focus covered in the report. 

Areas of Focus of the Council’s 2014 Annual Report 

Wholesale Funding Markets 

The Council has highlighted run risks associated with MMFs and the tri-party 
repo market since our first annual report in 2010. Regarding MMFs, in June 2013 
the SEC proposed rules to reform the structure of MMFs in order to make them 
less susceptible to runs. This proposal includes a number of the same principles and 
concepts, such as requiring a floating NAV, that were part of the proposed rec- 
ommendations for reform issued by the Council in November 2012. The Council rec- 
ommends that the SEC move forward and adopt meaningful structural reforms de- 
signed to address MMF run risk. The Council also recommends that its member 
agencies examine the nature and impact of any structural reform of MMFs that the 
SEC implements to determine whether the same or similar reforms are appropriate 
for other cash-management vehicles. 

In the tri-party repo market, there has been significant progress in reducing mar- 
ket participants’ reliance on intraday credit from the clearing banks. The share of 
tri-party repo volume funded intraday by the clearing banks fell from 92 percent 
in December 2012 to under 20 percent in December 2013. Vulnerabilities to fire 
sales remain, particularly with respect to borrowers, such as broker-dealers, that 
rely heavily on these markets for financing. The Council acknowledges the work 
that has been done in the past year to reduce the reliance on discretionary intraday 
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credit, which is forecasted to he less than 10 percent hy the end of 2014. Neverthe- 
less, a default of a hroker-dealer remains a key vulnerability that could lead to fire 
sales of repo collateral, and may lead to the disruption of certain asset and financ- 
ing markets. The Council recognizes that regulatory reforms implemented since the 
crisis, such as increases in the amount of capital, liquidity, and margin changes for 
U.S. broker-dealers, may help to mitigate the risk of default. However, the Council 
advises all U.S. regulators of firms that rely on this market for funding to assess 
whether additional steps must be taken to protect borrowers from funding runs. 

Housing Finance Reform 

The housing finance system continues to require significant reform to enhance fi- 
nancial stability. The residential mortgage market relies heavily on Government 
guarantees, while private mortgage activity remains muted. Increasing the presence 
of private capital and reducing risk to teixpayers in housing finance remains a pri- 
ority. Fannie Mae and Freddie Mac achieved their targets for risk-sharing trans- 
actions and reductions in their mortgage investment portfolios. Member agencies 
also made progress on the risk-retention rule, and infrastructure reforms such as 
the development of the Common Securitization Platform are moving forward. The 
annual report outlines the ongoing need for market participants, regulators, and 
Congress to work together to create structural reforms that will help reduce uncer- 
tainty in the housing finance market, provide access for creditworthy borrowers, and 
protect taxpayers. In the past year, progress was made toward establishing a new 
framework for housing policy, but ultimately Congress must pass legislation to 
achieve comprehensive housing finance reform. 

Operational Risks 

Cybersecurity remains a top priority for the Council, as deliberate attempts to dis- 
rupt institutions, markets, and commerce continue, as seen in the high-profile cyber- 
attack on Target that resulted in the theft of bank card and customer information. 
While companies and financial markets become more dependent on complex tech- 
nologies and networks, the frequency, severity, and sophistication of such incidents 
are likely to rise. The Council recommends that financial regulators continue their 
efforts to assess cyber-related vulnerabilities facing their regulated entities and 
identify gaps in oversight that need to be addressed. In addition, the Council recog- 
nizes the importance of removing legal barriers to information sharing between pub- 
lic and private sector partners to enhance overall awareness of cyber threats, 
vulnerabilities, and attacks in a manner that continues to protect privacy and civil 
liberties, including the passage of comprehensive cybersecurity legislation by Con- 
gress. 

Market continuity and confidence were also challenged this past year with an in- 
crease in outages and failures resulting from technological and infrastructure 
vulnerabilities. Some of these incidents led to the temporary suspension of trading. 
Other incidents involved software failures that sent involuntary orders through 
automated trading systems, leading to large losses. The vulnerabilities that are as- 
sociated with such incidents may be heightened, particularly in fragmented mar- 
kets, by high-frequency or low-latency automated trading activities. The Council rec- 
ognizes that alternative trading venues and methods may present operational and 
other risks by magnifying system-wide complexity. As such, the Council rec- 
ommends that regulators focus not only on centrally traded products, but also on 
a broader set of financial products and trading methods off exchanges. 

Financial Innovation and Migration of Activity 

The financial system is constantly evolving, with the development of new prod- 
ucts, services, and business practices. These changes can provide a number of bene- 
fits to the financial system, but they may also present new risks. While new prod- 
ucts or services are often developed as a result of technological and competitive 
forces, sometimes they are created to circumvent regulation. In other instances, the 
migration of some activities may move a regulated activity outside of the regulatory 
perimeter. The changing landscape of the post-financial crisis world has fostered 
many innovations which should be monitored for the potential to create risks to fi- 
nancial stability. 

Reference Rates 

Beginning in the second half of 2012, investigations uncovered multiple instances 
of systematic false reporting and manipulation of widely used survey-based bench- 
mark interest rates, such as LIBOR and EURIBOR, by reporting banks. More re- 
cently, concerns have been raised about the integrity of certain foreign exchange 
(FX) rate benchmarks. One important insight from the recent allegations in FX mar- 
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kets is that transactions-based benchmarks can also be subject to manipulation and 
adversely impact related markets. 

While some progress has been made to find viable alternative interest-rate bench- 
marks, more work is needed. The Council recommends U.S. regulators continue to 
cooperate with foreign regulators and international bodies to identify alternative in- 
terest rate benchmarks anchored in observable transactions and supported by ap- 
propriate governance structures, and to assess market practices and benchmarks in 
the FX markets. The Council also recommends development of a plan to implement 
a smooth and orderly transition to any new benchmarks. 

Resilience to Interest Rate Volatility 

The prolonged period of low interest rates and low volatility has provided incen- 
tives for investors and financial institutions to search for yield by extending the du- 
ration of their portfolios, investing in lower-quality credit, increasing leverage, or 
easing underwriting standards. Such strategies may increase short-term profits, but 
at the risk of large losses in the event of a sudden yield curve steepening or a large 
rise in rates. 

Despite the relatively benign impact on financial stability of last year’s sharp rise 
in interest rates, volatility remains a potential threat to financial stability. For this 
reason the Council recommends that supervisors, regulators, and financial firm 
management continue to monitor and assess the growing risks resulting from 
search-for-yield behaviors as well as the potential risk of severe interest rate shocks. 

Data Quality and Comprehensiveness 

High quality and readily available access to financial data is critical for regu- 
lators, supervisors, and financial firms, but access to comprehensive data is limited. 
For example, regulators lack sufficient data to thoroughly analyze all repo markets, 
and they are still unable to effectively monitor securities lending transactions and 
the reinvestment of cash collateral. In addition, some regulators still face difficulties 
in accessing data stored at swap data repositories. However, regulators have made 
significant progress in addressing financial data gaps in recent years. They now col- 
lect real-time data from various markets and institutions. There has also been 
progress in improving the standardization of certain financial data, including the 
legal entity identifier (LEI), which will help to identify parties to financial trans- 
actions. The widespread adoption of LEI both domestically and globally, together 
with the work to enhance the consistency and availability of swaps data reported 
by swaps data repositories, would improve the ability of regulators to monitor 
emerging risks in the financial system. The Council supports these efforts and rec- 
ommends that member agencies and the OFR continue to work together to promote 
high-quality data standards and fill data gaps where they exist. 

Risk-taking Incentives of Large, Complex, Interconnected Financial Institutions 

Historically, when large, complex, interconnected financial institutions became 
distressed, official authorities often intervened to maintain financial stability. The 
Dodd-Frank Act addresses the incentives and abilities of large, complex, inter- 
connected financial institutions to engage in excessive risk-taking that could result 
from implicit expectations of future official sector intervention. Financial regulatory 
reforms have created much stronger financial institutions, with capital levels dou- 
bling compared to pre-crisis levels, significantly reducing the likelihood of failure. 
Reforms have also been designed to minimize the damage that any single firm’s fail- 
ure would have on the broader financial system. 

During 2013, the largest U.S. financial institutions continued to reduce their com- 
plexity in some dimensions. Additionally, credit rating agency assessments of poten- 
tial Government support to U.S. bank holding companies reflect declining expecta- 
tions of the likelihood of Government support. However, rating agency opinions con- 
tinue to explicitly factor in the possibility that the Government will provide support 
to the largest banks if they become financially distressed. The full implementation 
of the orderly liquidation authority, and the phasing in of enhanced prudential 
standards in coming years, should help reduce remaining perceptions of Govern- 
ment support for large, complex, interconnected financial institutions. 

Foreign Markets Risks 

In 2013, domestic market participants remained concerned about the adverse con- 
sequences of financial developments abroad. However, the areas from which these 
risks emanate have changed considerably. In previous years, stability in peripheral 
Europe was a key area of concern for global financial markets. Over the past year, 
economic and financial conditions in the euro area have stabilized. At the same 
time, potential risks emanating from emerging markets have become more promi- 
nent. Beginning in the late spring of 2013, emerging market economy exchange 
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rates and asset prices became much more volatile, and economic growth subse- 
quently slowed in some of these economies. The potential spillover effects on the 
United States from emerging markets’ stresses appear limited, but a substantial 
worsening of these stresses is a risk. 

Conclusion 

In summary, the Council plays a critical role in our financial regulatory system 
by bringing together Federal and State financial regulators to identify potential 
risks across the system and prevent problems from falling through the cracks. The 
annual report is a reflection of the collaboration and collective judgment of these 
officials. Its findings and recommendations are a critical statement that guides ac- 
tion, promotes transparency, and creates accountability. 

I strongly believe that the actions of the Council and its member agencies have 
made the financial system more stable and less vulnerable to future economic and 
financial stress. Still, the Council must continue to remain vigilant to new risks 
while focusing on the risks highlighted in the annual report. 

I want to thank the other members of the Council, as well as their staffs, for their 
work over the last year, their efforts in preparing the 2014 annual report, and their 
ongoing contributions to the important work of the Council. We look forward to 
working with this Committee, and with Congress as a whole, to continue to make 
progress in creating a more resilient and stable financial system. 
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Kinaiicial Si.iliiliix ()\riMt>lii ( ouncil 


The Financial Stability Ovemght Council (Council) i-ras established by the Dodd-Frank Wall 
Street Reform and (Consumer Protection Act (Dodd-Frank, Act) and is charged wiili [Iu ch; 
primary purposes; 

1. To idenlify risks to the financial stability of the United States thatctjuld arise frotii the 
materia! financial tlistress or failure, or ongoing acthdties, of large, interconnected bank 
iiokling ctmtpaiiies or nonbank financial companies, or that couki a.ri.se otitside ib<- 
iinaticial services marketplace. 

2. 'Ib promote nsarkel rJiscipline, by eliminating expectations on the part ofsharebokltn-.s, 
creditors, and counter jjarties of such companies that the U.S. government will shield 
llicm f rom losses in the event of failure. 

3. To respotid to emerging threats to the stability of the U.S. financial system. 

Piirsttant to the Dodd-Frank Act, the Council consists of ten voting members and five 
nonvofing members and brings together the expertise of federal financial regulators, state 
regulators, and an insurance expert appointed by the President. 

The voting members are; 

• thtj Secretary of the Treasury, who serves as the Chairperson of the Council; 

• tht; Cliairinan of the Board of Governors of the Federal Reserve System; 

• the Cotnptroller of the Currency; 

• the Director of the Bureau of Consumer Intianda! Protection; 

• the Chairman of the Securities and Exchange Commission; 

• the Chairperson of the Federal Deposit Insurance Corporation; 

• the Chairperson of the Commodity Futures Trading Commission; 

• tlte DirtK;tor of the Federal Mousing Finance Agency; 

• the Chairman olThc National Credit Union .Administration; and 

• an iiuiependetn member with insurance expertise who i.s apjjointed by the President, 
and confirmed by the Senate for a six-year term. 

The nonvot iiig members, w’ho serve itt an advisory capacity, are: 

• t he Director of the Office of Financial Research; 

• f he Direefor of the Federal Insurance Office; 

» a state in.svirance commissioner designated by the state, insurance commissioners: 

• a state banking .suptu visor designated by the state banking suj>crvisors; and 

• a stale securities coimnissioner (or officer performing like functions) designated by 
the state securities coinniis-sioners. 

The state insurance connnissioner. state banking supervisor, and state securities commissioner 
serve tivo-year icnus. 


r inar.ciDi S‘<3bi!i;y Ovoisigfii Caun 
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Statutory Requirements for the Annual Report 

Sec iiot! 1 l2(a}(2)(N) of the Dodd-Frank Act requires that the annual report 
address tiic following; 

i. the activities of the Council; 

ii. significant financial inai'kcl and regulatory developments, including 
insurance and accounting regulations and standards, along with an 
asscssmen! of those dewlopments on the stabiliw of the financial 
system; 

iii. potent ial emei^ing threats to the financial stability of f he United 
States; 

)v. all determinations made under Section 11,^ or Title V'llI, and the 
basis for such determinations; 

V. all rt'cotnmendations made under Section 119 and the result oi'sucli 
recommendations; and 
vi. rctomuiendations — 

I. to enhance the integrity, efficiency, conipetiliveness, and stability 
o{ I'niicd Stales financial markets; 

II. to ]>romote market discipline; and 
HI. to maintain investor confidence. 

Approval of the Annual Report 

This annual report was approved unanimously by thevuting members of the 
Council on May 7, 2014. F.scepi as otherwi.se indicated, data cited in this report is 
as of March 31.2014. 

Abbreviations for Federal Member Agencies of the Council 

« Deparimcni of the Trea.sm y (Treasury) 

• Board of Clovcrnors of the Federal Reserve System (Fctlcral Reserve) 

• Office of the Uomi>i rol]t;r of the Ourrency (OCC) 

• Bureau of Consurtier Financial Pvoiectit^n (UFPB) 

■ Securities and Exchange Comrnis-sion (SEC) 

• Federal Deposit Insurance Corporation (FDK!)) 

• ('lomniodily Futures Trading Commission (CFTC) 

• Federal Housing Finance Agency (FHFA) 

• National Credit Union Administration (NCUA) 

• Office of Financial Research (OFR) 

• Federal Insurance Office (FIO) 


HiinJ Report 
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l''xiru(i\v S'.iiniiK)i'\ 

ilu‘ Ihuuicial crisis. I'hc regiiiatory rt’Jbrnis required bv' the Dodd-Frank Act and coniemplaU'd in The 
( iroiip or iweiiiy (G-20) agreements moved meaningfully towards completion. Although .signilifant 
risks rcniaiii, linanriai niarkots, institutions, and investor confidence show'ed resilience over ihe past 
year amid challenging market conditions, including a period of heightened vohiiihiy in fixed income 
tnarkeis, concerns about the U.S. debt ceiling, and pressure on emerging markets (EMs). 

i'he regiiiatory cormnnniiy reached a number of key milestones in financial reform implementation, 
including finalization of the \^k‘ker Rule, bank capital ndes, a supplementary leverage ratio lor 
the largest, banks and bank holding companies (BHCs), enhancer! pmdemial standards for the U.S. 
operations of targe foreign banks, and the advent of clearing, trading, and registration requirements 
for swaps markeis. Policy development continued with proposed rulemakings on tnoney mai'ket I'und 
{MMF} refVinn, risk rctemiosi for .securilizaiioiis. and requirements for sliort-tcrin liquidity coverage for 
large banking organizations. Also, there have been significant rcduciion.s in intraday credit cxpo.sures in 
the tri-party rcjturchasc itgrecmoni. (repo) market and significant ])rogrc.ss ott (he strateg)' I'or resolution 
under the orderly liquidation authority (OLA). In addition, the Council de.signated three nonbaiik 
financial compitnies for cnhaiicta.! prudential .stantlards and supervision by the Federal Reserve. 

In wltat. follows tve .si.i.tnniai'ize some of the key potential emttrging threat.s and reforms idetjt ified 1.))’ 
the Countdl that arc further described in this year’s anntial report. In .some cases, wc ctill al tcrtiion to 
threats and reforms identifit’d in previotis reports. 

Short-Term Wholesale Funding Markets 

T he ittflux of ctisiomer d<?po.sit,s in reccin rears has affordeti banks the opportunity to reduce tlieir 
dependence on short term wholesale funding. Although the usage of commeixial paper (CP), repo, time 
deposit, and otlier sources of wholesale funding tell thks past year, rniancial institutions wiihotil access 
to custonter deposii-s and proliibited from lusing cusiotncr ca.sh attd .securities for propriciiary purposes, 
.such a,s broker-dealers, reittain dependent on wholesale ntaikcts for funding. Since the Councir.s 
inaugural annua! report nearly three yeans ago, the structural vulnerabiHtio.s of' the tri-party repo 
markets have been highlighted. Thi.s past year witnessed important progress in tri-party repo reform. 

For exavnpit^, through .suptirvisory atithority, die Federal Re.serve has worketl with the two clearing bank,s 
ai.td market participants to greatly improve operational efficiencie.s and controls in tite managemem. 
and traii.sf'Kr of tri-party rtrpo collateral. As a result, intraday credit expostirt' was reduced below tin; 

10 percent: goal for one clearing bank while the other is exjKxtcd to hare loss titan 10 percent of this 
exposure by the end of 201-1. 

In arldition. reform efforts r.ontimte for MMFs, with the SEC releasing a proposed rulemaking in June 
2013, Currently, the .SE(.; is asse-ssing comment letters and other data and information to determine 
tlic best approach to prevent pos.siblc runs on MMFs in the event of a screre liqtiidity or credit shock to 
MMFs, such as occurred thiring the financial crisis. Until structural reform.s are adopted, the potential 
for run risk rt'n!aiii.s signilitant. Similarly, the possibility of tri-party repo coilateral fire .sales still poses 
•sigtiificam ri.sk.s for the financial system. Policymakers continue to examine ways to minimize potential 
tri-party repo spillover effects if .such fire sales were to occur. 
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Developments in Financial Products, Services, and Business Practices 

The fuianciai sysiem is constantly ewlving -with the dewlopment of new pi otliicfs, sers iccs. aiid business 
practice's. These clianges can occur for a variety of reasons, including itnprovemeuts in iechnology, new 
regulations, and coinf>etition. Fijsanciai evolution provides a number ofbftieht-s to rhe iinaiicia! systens. 
However, along with the.se benefits come new challenges tosupendsors aoel rcguiaiors. New products or 
services are .sometimes developed to circumvent regulation. New practices may move a regulated activity 
outside of the r egulatory perimeter either by moving the activity offshore or by moving it A'oin a heavily 
regulated entity to an entity that is less regulated. It is important to be aiert to the polcnliai adverse effects 
that may arise with these changes. This is particularly relevant in the current environment, because the 
changing financial lamlscape of the post-crisis world has fostered many tievehrpnienis in financial jtroduefs, 
services, and business practices. 

Risk-Taking incentives of Large, Complex, Interconnected Financial institutions 

! listoricaliy, when large, complex, interconnected financial institutions became distressed, official authorities 
often intei'veiu'd t<J maintain financial stability. Past support can engender expectations of fnltire support, 
iind such expectations provide incentive.^ for further increases in size, intcrconsifctcdness, and cousplexity. 
They also can lead market participants to discount ri.sk, gmng these insutution.s iucentive.s to take on 
cxce.ssive risk. The Dodd-Frank Act addresses and attempts to mitigate the incentives and abilities of large, 
coitiitlcx, inici'connecied fittanciai institutions to engage in cxce.ssive risk-taking. 

During 2013, iho largest U.S. financial institutions coniitmcd to redtice their complexity as well as their 
iitterconnectednes.s in some dimensions. Additionally, rating agencies lowered their <isse.s.smcr3ts of the 
likelihood of government supptH t. Ilow'ever, credit rating agency opinions continue to explicitly factor in the 
possibility that the govennnont will provide support to the largest banks if they become financially distressed. 
The full implementation of the OLA, and the phasing in of enhanced prudential standards in coming 
years, should help reduce rotnaining perceptions of government support for large, complex, interconnected 
iinandal institutions, 

Reforms of Reference Rates 

Beginning in the second half of 2012, invcstigatioit.s reported multiple instances of systematic false reporting 
and manipulation of widely used survey based benchmark interest rates, .such as the London Interbank 
Offered Rate (LIBOR) and Euro Interbank Offered Rate (EL'RIBOR) by reporting banks, Since the 
(louncirs 201.H annual report, additional financial instimtions have been linked to maniptilative activity, 
Fiiiandal firms bavt; paid fines and penalties iti excess of S(» billion globally to settle charges related to 
benchmark interest rates. 

More recently, concern.s have been raised about the integrity of certain foreign exchange (FX) rate 
benchmarks. One imporiant okservaiion from the recent ailegaiions in FX markets is that transactions-based 
bcmchmarks can also be subject to improper behavior that distorts the bcncltinarks and adversely impacts 
related markets, liighlighting the need for stronger governance and oversight, These revelations erode public 
confidence in bciichmark interest rates and introduce potential risks to financial stability. Concerns tiboul 
manipulation in a range of jnarkets show that a significant conflict of interest can exist, between the private 
iiulivitluals and firms optTaiing in these markets and the need for fair benchmarks to promote financial 
.stability and efficient market functioning. The international comnnmity continuc.s to move to rcforti! the 
governance jrroce.ss for financial benchmarks and enhance the iittegrity of related uiarkcts. 
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Financial System Vulnerability to interest Rate Volatility 

The prolonged period of low inu-rest raics has led investors to extend maturities, purchase lower quaiily 
credi!, and increase leverage in a searcli for yield. As a result, higher-yielding strategies have cxperieticed 
snbsiamial in (lores of funds. Financial instinitiQn.s also have responded to the low inleresi rale environnieni,- 
Ranks have eased loan underrvriiing standards, while insurance companies and MMFs have moderately 
increased the duration of ilieiv portfolios. Although interest rates have risen from historic lows, rates could 
rise further and iin{>ose losse-s for the holders of fixed income assets. Additionally, since the majority of 
leveraged lending is floating rate and borrowers are highly lex'erageri, a sharp increase in iatcrest rales could 
increase the risk of default of the.se borrowers and impose costs on their lenders. Of course, a continued low 
rale environment ahso has risks. It continues to weigh on earnings of banks, insurance companies, pension 
fluids, and retirement funds, ]>iiUing further pressure on them to pursue riskier inve.simcm.s in order to meet 
their targeted returns. 

Operational Risks 

Market couiinuity and ronfidence wore challengtxl this past year with an increase in outages and failures 
resulting from teelinologicai and infrastructure snilnerabiiiues. Some of these iiicidertts, as in the ease 
of the N.ASD.AQsecui ities iviformation proce.s.sor outage w'hich led to the suspcn.sion of trading, rc.suited 
mainly from hardware and network conneeiivity problems. Other incidents involved software failures that 
sent involuntary orders through automated trading systems, leading to large losses on trades that were never 
intended to occur, Deliberate attempts to tlisrujji institutions, markets, or commerce also occurred, as in the 
recent, high-profile cylier-aitack on Target that resulted in the theft of bank card and customer ijiformation. 
As interconnected firms and financial markets become more dependent on complex technologies and 
networks, the frequency, .severity, and .sophi.sticaiion of such incidents are likely to rise. 

Foreign Markets Risks 

In 2013, domestic market par ticipants remained concerned about the aciverse conscqtiences of Tinandal 
developments abroad. I Iowev(;r, the; atcias from which these risks emanate have changetl considerably. In 
jtrevious years, cmro arett stability was a kt'varea of concern for global financial markets. Over the past year, 
economic atid financial conditions in the euro area have stabilized. At the same lime, EMs have become a 
focus of concern. Beginning in the late spring of 2013, emerging market economy (EME) exchange rates 
and as.set prices became much more volatile, and economic growth sub.scqucntly slowed in some EMEs. The 
potential .spillover effects to live United Stales of current levels of E.ME stress appear limited, but a .substantia! 
worsening of EM.E .stress i,s a risk, 

Data Gaps and Data Quality 

l ligh quality and readily available access to financial data is critical for n^gtdafors, supervisors, and the 
financial service,s industry Access and comprelsen-sivcness of data is limited and gaps exi.st. For example, 
regnlaiors lack .sufficient, data to thoroughly analyze all repo markets. They arc still unable to e.(Tectively 
monitor .securities lentling transactions and the reinve.stment of cash collateral. In addition, .some regulators 
still face difficulties in accessiiig data .stored at .swap data repositories (SDRs). I lowever, regulators have tnade 
significant progres.s in addre.ssing financial data gaps in recent years. They ttow collect real-time data from 
various markets and instittnions. 'Ilmre has also been progress in rolling out the legal etitiiy identifier (LEI) 
to itientify jjartics to financial transaction, s as well as in ilie creation of SDRs or streurity-based swap data 
repositories (SRSDRs). Tlu* widespread adoption of LEI both dome.stical!y and globaliy, together with the 
work to enhance the consistency and availability of .swaps data reported by swaps data repositories, would 
itnprovc tlie ability of regulators to monitor emerging risks in the financial .system. 


FxecuTive Summa 
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Housing Finance Reform 

Conditions iii tlie hotisingancl housing finance inarkeis showed signs oi'iniprovcnicut in 20i3, aisiiough 
chailenges remain. House prices nationally experienced strong increases in the beginning ofilie year 
with recent levels rising more moderately^ Home purchasing levels rose modestly, while loan performance 
also improved as fewer bosTowers fell behind on their mortgages or missed their monthly payments. Amid 
these improving market conditions, home equity lending also rose. The governnient-.sponsored enterprises 
(GSEs) still ])rovi<le the niajority of financing for borrowers, though they continue to reduce their mortgage 
investment porifoiio.s. In order to attract more private capital, the GSEs completed risk sharing transactions 
a.ssociated witli $7,') billion in mortgages. Additionally, the GSEs worked to create significant infrastrtictttre 
im}}rovemenis to support the securitization market. Legislative reform efforts also have continued with 
iegisiaiion under coiisid<Tation in the Senate and the House. 
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Annual Report RecomMK-Mcliuinii>, 

3.1 Reforms to Address Structural Vulnerabilities 

3.1.1 Reforms of Wholesale Funding Markets 

'lYi-pau'y Repi) 

In its 2013 annuii! rcpuri, the CouncU highlighted three vulnerabilities iis the tri-party repo market: 

• Heavy reliance by market participants on intraday credit extensions from the clearing banks. 

• Weakness in llte credit and liquidity risk management practices of many market parf icipaiits. 

• l.a<:k of' a mechanism to ensure that tri-party repo investors do not conduct disorderly, 
mu'oordittittcd sales of their collateral immediately following a brokcr-dcitk'j's default. 

.Signifkant progress has V>een made over the past year in reducing market participants’ reliance on 
intraday credit: from the clearing banks. The share of volume funded intraday by the clearing banks 
i'el! from 92 percent in December 2012 to under 20 percent in December 2013, atid is projected to fall 
beknv the IVi-Party Repo Infrastrucuire Reform Ta.sk Force's goal of 10 pcrcetit by December 2014. Both 
clearing bank.s have re-engineered the .settlement proces.s in ways that require much less intraday credit 
exunrsion and have increased the price of credit they still provide. Market participants now facie .stixjnger 
incentives tcj manage lltcir risk pruticnlly; many dealers have extended the weighted-average maturit)^ of 
their tri-party repo funding thereby sharply reducing their rollover risk exposure. 

(leneriil (lollateral Finance (C1CF) rt‘])o activity, which settles on the tri-party rejxr platform, is still 
relatively reliant on clearing bank intraday credit to facilitate .settlement. Improving the resiliency 
of GCF repo settlement is a key focus of industry refbnn for 2014. The Council urges that market 
parlidpatus work to extend improvements in ihtr iri-pariy repo settlement process to GCF repo 
seuleinent as soon as jrossible. 

'I'lu! risk of fire sales ol’ collateral by tn editors of a defaulted broker-dealer, many^ of whom may 
themselves be vulnerable to ni3i,s in a .sire.ss event, remains an important financial stability concern given 
liu! destabilizing effect such sales may have on markets and their potential to transmit risk across a wide 
range of participants, The Council recognizes that regubiory reforms implemented since the cri,si.s, 
such as increases in the amount of capital. liquidity, and margin changes for U.S. broker-dealers, may 
helj:) to initigate the risk of default. However, the Council advises all IfS. regulators of firms that rely 
on this market for funding to assess whether additional steps may need to he taken to further increa.se 
tri-party repo borrowers' protection against funding runs in the broader context of liquidity regulation. 
The Council also urges coordination between market participants and financial rcgrtlators to address 
the ri.sk of post-default fire sales of assets by tri-party repo investoi's. 
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Transparency 

The Ciouiicil recognizes lhat while activity has become more transparent in .some areas of the wliolcsalc 
rtmding markets, svtch as GCF repo and iri-party repo, improvements are needed in other segments of the 
market, notably bilateral repo and securities lending. Regulators and policymakers will have a growing need 
for information as they attempt to monitor and assess how regulatory reforms are affecting wltoiesale funding 
market functioniitg and how risks ewlve in these markets. The Gouncil recommends that all member 
agencies coniiime !o coilaboraie with the OFR to iinprow transparency in this area of tlse financial system. 

Money Markei Funds 

In June 2013, the SEC proposed rules to reform the structure of MMEs in order to make lliem less susceplibic 
to riiiis. The SEC’s proposal includes two principal changes that, could be adopted alone or in conibiitatiosi. 
Cue aiieniaiive would recpiire a floating net asset value (NAV) for prime insiimtioual MMFs. The other 
alternative would allow the use of liquidity fees and redemption gittes in times of stress. The proposal also 
includes additional tiiverssfication, disclosure, and stress ttvsting measures that would apply under'either 
alternative. The SEC's proposed reforms would supplement the MMF reforms adopted by the SEC in 2010 
that were designed to improve the risk-limiting conditions on MMFs by, among other things, instituting 
minimum liquidity requirements, reducing MMFs’ weighted-average maturities, and tmhancitig tlie credit 
quality of holdings. 

In November 2012, the Council, utJder Section 120 of the Dodd-Frank Act. issued a proposed 
recomntenchtiion tirai the SEC implement structural refonus to mitigate t he vulnerability of MMF, s to runs. 
That proposed recommendation included three alternatives for public consideration ; (1) a floating NAV; (2) 
a stable NAV with a NAV buffer of up to 1 percent and a mininuiin balance at risk of roughly 3 percent of a 
shareholder's account value; and (3) a stable NAV with a 3 percent NAV buffer in addition to oilu'r measures, 
including more stringent diversiHcation, li<|jjidiiy. and disclo.sure requirements. 

When making the proposed recommendation, the Council stated and reiterates today that the SEC, by virtue 
of its institutional expertise and staiuiory auihoiity, is best positioned to implement refonns to address the 
ri,sk th'cU MMFs present to the economy. The Council docs not expect, that it would is.sue a final Section 120 
reconimerulation to the SEC. if the SF.C moves forward with meaningful structural reforms of MMFs. The 
Council understands the ,SE€ is currently in the process of reviewing public comments on its proposed 
reforms, and the Council recommeml.s that the SF.(.’. move forward and adopt structural reforms designed to 
address MMF run risk. 

The Council recommends that its member agencies examine the nature and impact of any structural reform 
of MMFs that the SEC implcmcnis to determine whetlier th<? same or similar reforms arc appropriate for 
other cash-management vehicles, including non-Rule 2a'7 MMFs. Such an cxamijuition would provide for 
coirsistcncy of regulation while also decreasing the pos.sib!iity of the movement of UsSsets to vehicles that are 
susceplibic to large-scale runs or otherwise pose a threat to financial stability. 

3.1 .2 Housing Finance Reform 

In the pa.st. year, there were signs of considerable improvement in the residential housing market. Home 
prices increased, delinquency rat^^s declined, and home sales strengthened. However, the housing finance 
system remains highly reliant on federal government support, with nearly 80 percent of newly originated 
morlgages in 2013 carrying some form of government backing. The development and iinplenientalion of 
broad reforms for liic housing finance system that fosters the involvement of niore privaic capital is critical. 
Congress is actively debating the issue. The House Financial Services Commitlcc approved legislation in )uly 
2013, and members of the Committee have released additional proposals lor consideration, in the Senate, 
members of tlie Senate Banking Committee introduced legislation in |une 20!3; and leadersiiip of the 
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C'.fjnunillct’ Teiea.se<i a drai'l prujjosal in March 2014, which builds upon the earlier legisUiUon. The Counci! 
reconinseiuls that the Treasury, U.S. Departnjenl of Housing and Urban Development (MUD), and FMFA 
continue to work with Congress and other stakeholders to der^elop and implement a broad plan to refonn 
the housing iinaiiee sysleni. 'i’liese efforts, alongwilh some of those described below, should help to reduce 
tnxx'riaiiiiy in i he hotising finanee market, provide access for creditworthy borrowers, and protect taxpayers, 

Heview ot 2013 Becomniendatlonsand 2014 Goals 

Since the Council’s 2013 annual report, member agencies have advanced reform in many ways, including: 

» The GSF.s adueved FHFA's targets for risk-sharing transactions and reduclion.s in their mortgage 
inveslmcnt portfolios in 2013. The GSF.s engaged in multiple types of risk-sharing transactions 
associated with $75 billion in mortgages. In addition, the GSEsmet the target of disposing of 5 percent 
of tlie !c,ss-]iquid portion of their mortgage im'estment portfolios, while meeting the overall goal of 15 
percent rednclion. 

• Member agencies made progress ott finalizing the risk-retention rule, retjiiiretl by the Dodd-Frank Act, 
by res'icwing and irwiting commems on a revised proposal in August 2013. 

• I'dlFA and the GSEs coniimied to make progress on the development of a Gcnnnton Securitization 
Platfonn (CSP). These efforts included analyzing functions, testing capabilities, and establksliing an 
operating .structure. 

Notwithstanding the above, further progress needs to be made in 2014. Outlined below are steps Council 
members jtlan to take in 2014 in order to help meet the Council's housing finance goals. 

Reducing the 6SE;s’ Footprint 

In 2014. FHFA plans to continue, enrouraging the development of risk-sharing transactions in terms of 
size, depth, and types of transactions. In addition, FMFA plans to continue efforts to reduce the size of the 
GSEs’ retained investment portfolios with a focus on les,s-liqiud assets. The Council recommends that FFIFA 
contintie these efforts in order to help bring more private capita) back into mortgage finance. 

Facilitating increased Private Mortgage Market Activity 

New issue nonguaranteed mortgage Issuance remains significantly dejmessed compared to hi.storical 
averages, A significant ainoimt of work remains to ibstev increased levd.s of private activity in the mortgage 
finance market. To help facilitate this, the Council recommends that the relev'-ant agencies ctmtiime their 
work to fijialize the risk-retention rule, including the qualified re.sidential mortgage (QRM) definition, More 
broadly. FFIFA, Treasury, MUD, CFPB, and Congress must continue to addrcs.s the weakncssCsS that became 
evident in the recent housing crisis by promoting the development of standards anti best practices in the 
niorcgage market. While some te,siing of tlifferent approaches to better clarify rxq>rcsent.alions and warranties, 
enforcement mechani.srn.s, and other terms has begun, the Council recommends continuing collahoralion 
and .st.aritlarci!zation among market participants and regulators in these areas. 

Building a New Housing Finance Infraslructure 

The GSEs have made progress torvard developing and improving infrastructure through the C.SP and 
standardization in varion.s a.sprn.s of tlte mortgage finance market. In October, the GSEs established a 
joim venrure. Common Securiii/ation SohiiiotKs, LIX, which will own the CSP atui related business and 
operational functions, la 2014, Fi IF.A plains to complete the scoping of the CSP’s fuociionai requirements 
and deveio|> GSF./CSP integration plans. The Council recommends FMFA continue to explore diangc.s to the 
GSKs' ()j)eraiions iluu wonifl leatl Ui a more efficient and sustainable mortgage market. 
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3.1.3 Reforms Relating to Reference Rates 

in iis 2013 annual report, the Council recommended international co{)peratiou for the dcvelopmeru ol'high- 
ievei prisiciples for fnianciaJ benchmark governance, controls, data sufficiency, an<l oversigivl. The Coxnirij 
also recommended U..S. regulators cooperate with foreign regulators, internadona! bodies, and market 
pariicipant-s to promptly idenuly alternative interest rate benchmarks anchored in observahie transactions 
and siipported by appropriate governance structures, and to develop a plan to accomplish a transition to new 
benchmarks while .such alternative benchmarks were being identified. While .some progress has been made, 
more work is needed to achieve these recommendations. 

In addition to acldcving the aforementioned efforts, the Council recommends that U.S. regtilators continue 
to cooperate with foreign regulators and official sector bodies in their assessment of market practices a nd 
benchmarks in the FX markets. The Council also recommends that U.S. agencies consitler the International 
Orgatsizaiioti of Sccuriiies Commissions (IOSCO) principles into their ongoing asses,sn!enl of linancial 
bencinnark.s in tlie United States. Finally, the Council recommends development of a plan to implement a 
smooth and orderly transition to any new benchmarks. 

3.2 Heightened Risk Management and Supervisory Attention 

3.2.1 Developments in Financial Products, Services, and Business Practices 
In recent year.s, the financial system has undergone .significant changes re.snlting from technology, 
competitive forces, atid new regulations. While such changes and advancements can create .significant; 
benefits, unforeseeable risk.s can poienually arise in new' forms and venues. The Council recommends tiuu 
members arid member agencie.s remain attentive to the potential implications for financial stability that may 
arise from developments in financial products, btssiness pract ice.s, and tnigration of activities in the 
financial sy,stein. 


Spedificaily in the case of nonbatik ntorfgage servicing companies, a large amount, of mortgage servicing 
rights (MSRs) have been .sold to nonbank mortgage sen'icing companies in recent yeans. The.se contpanies arc 
subject to regulation by the CFPB under federal consumer financial laws and are important cottiuerparties 
to the GSEs. Prudential sivmdards at the state level consist of bonding and net worth requirements. The 
Council recommends that, in addition to continued monitoring, .state regulators work together to collaborate 
on pnuieniial and corporate governance standards to strengthen these companies, in collaboration with the 
C;FPB and FI IF'A. as may be deemed appropriate. 

3.2.2 Capital, Liquidity, and Resolution 

Capital and Liquidity 

Considerable progress is being made on robust capital and liquidity planning at U,S. financial institutions. 
The Federal Reserve continues to conduct Its supervisory stress tests to errsure that the largest U.S. BliCs 
liave snnicient capita! and rigirrou.s forward-looking capital planning processes to enable banking firms 
to continue operations ihronghont periods of severe stress. NCUA recently finalized a stress testing and 
capita! planning requirement for credit unions over |I0 billion in assets. The Federal Reserve also recently 
lijia!i/,e<l enhanced [inidenfial standards, including enhanced capital au<l liquidity standanls, for the largest 
domestic: BMCs and foreign banking organizations (FBOs) with a U.3. banking presence. In July 2013, the 
fcdcra! hanking vigcticies finalized regulatory capital rules that inqilement Ba.sel HI reforius. The Council 
reconnnends that ilic agencies continue to promote forward-looking capital and liquidity planning at large 
BIlCs, U-.S- oporation.s of FBOs, and other depositories. 


!•) rsoG // 


tl Repor! 



56 


While Hiaisy clif'i'ereni t'orin.s ol' Cuiuling arc an integral part of the iracliliotial banking iiuxlel. fii'ins should 
divct sil'y clicir funding base and place prudent limits on the wlutnc of credit-sensitive, shon-term liabiiiucs. 
On hquidiiy risk managcineni, the Council recommends that supendsors and private sector risk managers 
closely mofsiior (he risks inhercni. in short-term funding of longer-term assets. In 2013. the federal banking 
agencies proposed a liquidity coverage ratio (LCR) that would strengthen the liquidity position oflarge 
banking firms. The Cotincii re<'onin!e!ids that, the agencies conf.intie to workexpediiionsiy (o finali/c (he 
L(iR and continue work on poicnlial quantitative rules that would address longer-term liquiclicy needs for 
banking organizations, 

flesoluHon Planning 

Rcsoiuiion plans and the OLA, iji conjunction with enhanced prudential standards, are critical elements of 
Dodd-Frank Act reform, F.ffocrive resolution planning for the largest financial instilutions is an important 
tool (o address the operational anri legal eoinplexity of these firms on an ongoing basis. All HI ICs with lofal 
ronsolidaied asst is ol '>“>() billion or more and nonbank financial companies designated by the Council for 
supervision bv ilse kederai Reserve are required to develop, maintain, and periodically submit resolution 
plans that ivould lacihiate these entities’ resolution under the Bankruptcy Code. If the Federal Reserve and 
the FDIC Jointly determine that a resolution plan is not credible or would not facilitate an orderly resolution 
under the Bankruptcy Code, then the company must resubmit the plan with revisions. If the cotnpany fails to 
resubmit a credible plan that would result in an orderly resolution under the Bankruptcy Code, the Federal 
Reserve and the FDiC may jointly impose more stringent capital, leverage, or liquidity requirements; growth, 
activities, or operaiion.s restrictions; and, after two years and in consultation with the Council, 
divestiture requirements. 

In 201.3. 11 financial inst.it,ution,s, inchuling those with nonbank assets greater than $250 billion, stibmitted 
the second stibmis,sion of their resolution plans, including information re.sponding to guidance provided 
to the firms by the Federal Reserve and F'DIC. Also in 2013. 120 additional firms submitted their initial 
resolution plans. The Federal Reserve and FDIC arc reviewing and analyzing all submissions received during 
the year. The Council recommends that the Federal Reserve and FDIC continue to implement their authority 
in a maniter that fosters sound resolution planning and better prepares firin.s and authorities for a rapid and 
orderly resolution utider the Bankruptcy Code. 

The United States has been working diligently to develop the capabilities needed for an orderly resolution 
of a global systemic.ally important financial instinition (G-SIFI) using ihe OLA provided in the Dodd-Frank 
Act, The FDIC i,ssucd a Federal Register notice for comment on the single point of entry (SPOE) .strategy. 

An important part of this effort has involved working with foreign counterparts to cstabli.sh a framework for 
effective cros.s-border cooperation in the event a G-SIFI requires resolution. The Council recommends that 
the FDIC and Federal Reserve continue to work with international counterparts to ideutify and address issues 
of mutual concern as the FDIC develops sirategies for the orderly resolution of G-SlF!s. 

3.2.3 Risk of Increased Interest Rate Volatility 

Depository Institutions, Broker-Dealers, and Bank Holding Companies 

While financial market.s t?xpcricua(d a significant rise in interest rates this past year, the overall levels of rates 
remain quite low by iii.storicai standards. The extension of the low intere.st rate period continued to weigh 
on earnings of hanks, credit unions, and broker-dealers, further incentivizing risk-seeking behavior such as 
extending the duration of assets and easing lending standards. Duration extension and increa.sed credit risk- 
taking may increase short-term profits, but at the risk of potentially large losses in live event of a suddcis yield 
ciirve .sTeepening, a large rise iti rales, or a significant widening of credit .spreads. The Council recommends 
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ihai sujxrrvisors, n^guiators, and finn management continue to monitor luid assess the growhig risks 
I'roiii ilie coiuinued search-for-yic5d behaviors as well as the risks from potential severe interest rale shocks, 

instirance Companies 

Despite a signiiicant. rise in longer-term interest rates this past year, the iissurancc industry continued to 
report investment margins that were below historic averages. If historically low interest rales persist, insurance 
companies conitl face a challenge generating investment returns that arc sufiicieut to meet the cash flow 
demands oriiahilities. Some insurers have extended portfolio durations or invested in lower credit quality 
fixed income assets, or both. Some have also increased investments in commercial mortgage loans, equity 
real estate, avul altertialive assets such as private equity fitnds and hedge funds, all of which arc generally less 
licitiid than iiivesimeitt-grade fixed-income investments. Mot’emeni into longer-duration. lower-quality, and 
less hqtiki assets increases the vailnerabilily of insurers to surges in interest rates, l-ife insurers, which typically 
have investmetus in ionger-dnraUon fixed-income assets that are hchl to maturity to tuatch long-tail liabilities, 
are vulnerable to interest rate volatility if they have to sell such assets prior to maturity to meet liability cash 
flow demands. Tlie Omncil recommends that FIO and state insurance regulatons continue lo monitor and 
assess interest rate risk resulting from severe interest rate shocks. 

3.2.4 Operational Risk 

Cybersecurity 

The vnlnerahiliu«;s posed by cross-sector dependencies and interconnected systems across Brms, markets, 
and service providers can lead lo sigtiiiicant cybersecurity risks. Tliese risks couhl impact, economic security, 
demanding a coordinated and collaboraisve government-wide commitment and partnership with the private 
.sector to promote infra.su ucturc security and resilience. 

The Council recommends that the Treasury continue to work with regulators, other appropriate government 
agencies, and private sector financial entities to devehip the ability to leverage insights from across the 
government and (.)ther source.s to Ijif'orm oversight of the {imnitial sector atid to assist institutions, market 
utilities, and service providers that may be targeted by cyber incidents. The Council recommends that 
regulators continue to undertake awareness initiative.s lo inform imstitutions, market utilities, service 
providers, and other key stakeholders of the risks associated with cyber incidents, and as.se.ss the extent to 
which regulated entities are using applicable existing rcgulaiory requiremeni.s and sion-regulatory principles, 
including the National Institute of Standards and Technology (NIST) Cybersecurity Framework. 

The Council recommends that financial regulators continue thtur elTorts to assc.ss cyber-ielated 
vulnerabilities facing their regtdated entities and identify gaps in oversight that need to be addressed. The 
Council also recognizes the overarching contribution the private sector makes to infrastructure cybersecurity 
and tirges coiuinued expansion of this work to engage institutions of all sizes and their service providers. 

'i.'he Council recommends that the Finance and Banking Information fnlVasiructurc Committee, financial 
institutions, anti linanciai sector coordinating bodies establish, update, aiul test their crisis communication 
protocols to account for cyber incidents and enable coordination, and with internationai regulators where 
warrantcii. to assess and .share information. 

In addition, the Council recognizes the importance of removing legal barriers to information sharing 
between public and private sector partners to enhance overall awareness of cyber threat.s, vulnerabilities, and 
attacks, induding through Congress’ passage of comprehensive cybei'security legisiviiion. 
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Market Infrastr'ticlure and Market Con-tinuity 

Oporaiioiial risk inciiKles tht' risk of tnalfunciions in the technology of automated markets. While such 
maU'imrhons ran have varying degrees of market impact, they can potentially erode market confidence and 
afTecr the strength and resilience ol'tht? financial sysiem. In the past year, there were .several disrtijjtions 
in market infrastructure systems that, are designed to facilitate the transmission of data and support other 
automated trading systems. 

During 201 S, regulators took various approaches to continue to address Infrastructure and automated' 
trading .system vulnerabilities. The Council notes that, although most of the concents raised relate to 
activities occurritig on public and centralized exchanges and venues, such technology issites can have similar 
ratnifirations in other markets, each of which rely on automated systems. The Council also recognizes that 
alternative trading venues and method.s may present operational and other risks by magnifying .svstcin-wiclc 
complexity- The.sc vulnerahiliiies may be heightened, particularly in fragmented markets, hy high frequency 
or low latency automated trading activities. As such, regulators should focus not only on ceiifrtilly-traded 
products, b!!i also on a broader set of financial products and trading method.s that trade off exchanges. 

3.2,5 Data Quality and Comprehensiveness 

Data standards are critical inMnuise they I'acihiaie the .sharing, exchange, comparison, and aggregation of 
data for analysis and risk management, and because thev reduce costs. Standards are particularly important, 
to assure qtiality in data collections. Data should be precisely defined and appropriately stored and protected. 
Also, domestic and cross-border exchange of supervisory data among supervisors, regulators, aud financial 
stability authoritie.s should be facilitated in a manner that safeguard.s the confidentiality and privacy of sucli 
information, The Council recommends that regulators and market participants continue to work together to 
improve the quality aud comprehensivenes.s of financial data in the United Stales as well as globally. 

The LEI is a vaiuablo tool to preci.sely identify tlte panic.s to particular financial transactions, which i,s 
ttssetuial for effective counterparty risk management and related purposes. The Council recommends that 
members and member agencies continue to evaluate the use of the LE! and promote, where appropriate, 
its u,se in reporting requirements and rulemakings. The Council notes that several of its member agencies 
actively participate in the global Regulatory Oversight Council, which currently governs the LEI initiative. 
The development of financial ])ro(iuct identifiers, such as the tinitpie mortgage identifier (UMJ) is another 
important step in improving the quality o.iTmancia! data. The Council recommeiid.s that thi.s important 
work continues. 

For derivatives markets, ,swap.s mu.st now be reported to new entities known as SDRs and SBSDRs, li 
is unportaiit that these data be sufficiently standardized for effective analysis hy regulators ami with 
appropriate aggregation and protection for public dissemination. In addition, regulators' access to these data 
remains a cliallcngc both in the United States and globally. The Council recommeiuLs that members and 
membcjr agencies work with iiiternaiiona! regnlaiors to promote high .standards in derivaiive.s data reporting 
and recommends that itnpediment.s to U.S. authorities’ acces.s to data stored at repositories be resolved. 

Addressing data gaps also i.s critical. While regulators have broadened the scope of data they coUect .since 
the crisis, significant gaps remain, .Specifically, w'ith respect to the repo and .securities lending markei.s, 
member agencies still do not have complete data encompassing these market-s. The Council recommends that 
incjiii'x’rs. nicmber agencies and the OFR contimie to work together to fill these data gaps. Also, following on 
iho OFR's study on .A„ssei Management and Financial Stability, which was prepared at the Council’s request, 
the Council recommends that member agencies and the OFR discuss additional sources of data for that 
industry, parliculariy with respect to the management of separate accounts. 
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4.1 U.S. Economic Activity 


4,1.1 Change in Rea! Gross Domestic Product 


4.1.1 Real Gross Domestic Product 

Ecoiumiic growili picked up somewhat in 
2013, with real gross domestic product (GDP) 
cxpHiiditig an csiimaied 2,6 percent following 
a gain of 2 percent in 20i2 (Chart 4.t.l). Some 
of this modest acceleration owes to factors likeh- 
to be temporary, snch as an increased pace of 
inventory inveslnieni. More persistent sources 
of ihui! deitiaiid .strengthened in the second 
half of the year. Cionsunter spending .stepped 
np modestly, reflet ting improving labor market 
condii.io.ns and rising equity and house prices. 

In contrast, changes in federal fiscal policy had 
a darnptirn.ng cfrt‘t:l; ott demand; the expiration 
of the temporary payroll tax tut and income lax 
increaiies for high-income households limited 
consumer spending, together wiilt sizable 
reductions in lederul governinem ptircha.scs, 
]ja.rt.it:ularly for defeiise, weighed negatively on 
domestic; demand, Additionally, by mid-year the 
on-going recovery in the housing market .slowed 
in response to a rise in mortgage rates. 

Consumption and Besidenlia! investment 
Real personal consumption expenditures 
iiicrc!ased at a. moderate pace or2.3‘1 percent 
in 2013, supported by inipitmunents i.n 
labor market conditions, continued growth 
in liousehold net worth, iinprovemetiis 
in credit availability, and more optimistic 
levels of t;on.sumer sentiment (Chart 4.1.2), 
Nevertheless, consumer settliineni remains 
below pre-ciisi-s norms, labor under-utilization 
continues to be elevated, and credit availability 
remains limited for many household.s with 
constrained financial resources or cretlii 
hi.siory, Growth in real cli.sposable income was 
mode.st in 2i)13. in pan reflecting the rise in 
payroll and income faxe.s at the .start of the year. 

Housing aciivily continued U> step up through 
the flr.st three <]uaners of 2013, supported by 
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SoiBce: BEA, Haver Analytics Note: Annual changes are Q4/Q4. 


4.1.2 Change in Real Personal Consumpllon Expenditures 
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4.1 .3 Private Housing Starts 


Millions of Units As Of: Mar-2014 Millions of Units 



Source: Census Bureau. Note: Seasonally adjusted at an annualized 
Haver Analytics rate Gray Srarsignilies N8ER recession 
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4.1.4 Net Change in Nonfarm Payroll Employment 


Thousands of Jobs As Of: Mar-2014 fliDusands of Jobs 



Source: BLS, Haver Analytics Note: Gray bar signifies NBER recession. 


4.1.5 Cii/ifian Unemployment Rate 

Percent As Of' Mar-2014 Percent 



Source: BLS, Haver Analytics Note: Gray bars signify NBER recessions. 


4.1.6 labor Force Participation Rate 

Percent As Of' Mar-2014 Percent 



Source: SLS, Haver Analytics Ncle:Gray bars signify NBER recesaons. 
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improving labor inaikcl conditions, pciu-up 
demand from depressed household formation 
rates during the recession, and lusioricaily locv 
mortgage rales. Between |une anrl August, 
mortgage ratc.s rose about 1 percentage point 
and remained near this level for tlie rest of 
2013. Following this increase, housing starts 
{Chart. 4.1.3) and .sales of new and cxistitig 
homes all turned dowm in the fourtli tjuartcr, 
although some of this may be clue to adverse 
weather conditions towards the end of the year. 
For the year, housing demand was still likely 
restrained by more conservative underwriting 
standards, especially for individuals with lower 
credit .scores {see Section 5.1.4), 

Business Fixed investment 
Real hiisiiiess fixed investiuent rose moderately 
in 2013. Cirowth in busine.ss investment was 
stronger in (he second half of 2013 than in 
the first half, .supported by the acceleration in 
business miiput and general economic activity, 
and with earlier uncertainties around the 
debt ceiling having faded (see Box A), Also, 
supportive of business im'estmcnt for t:he year 
were favorable corporaj;(! financial conditions, 
with high profitability, historically low interest 
rates on corpoi'ate bonds, and itnprovitig 
financial terms for business loans. However, 
high vacanc)’ rates and relatively tight fina.n.ci.ng 
for building investment continue to w'eigh on 
business investment in new structures, 

Government Purchases 

The contraction in real government purchases 
at the federal level more than offset the small 
gains in purc:hases at the .state and local levels. 
Real local and state government purchases 
edged up slightly over the year, after declij.ung 
shar|)ly in 2010 and 201] and Ihittening out in 
2012, mainly owing to improving budgetary 
conditions driven by increa.ses in tax revenues, 
Real federal government purchases fell at a rate 
of G percent over the year, after decreasing 2 
percent in 2012, with large declines in defense 
and nondeiense .spending reflecting the budget 
caps, the seque,stralion, and the ongoing 
drawdown in overseas military operation,s. 
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imports and Exports 

Real exports of goods aud services sireugihened 
iti 2013, boosted by improving foreign GDP 
growtli in the second half o!' the year and by 
strong sales oi' pclt oleinn products — associated 
with the boom in U.S, oil production — and 
of agricultural goods. Imports iricrea.scd for 
the year as well, t'orisisteti! with the pickup ill 
domestic aggregate deniaud. Altogether, net 
exports ntade a small but positive comribntioji 
to real GDP growth in 2013. 

4.1.2 The Labor Market 

The labor market continued to itnprow in 2013. 
although it is far from having {'ully nonnalized. 
Nonfarm payroll employment increased at an 
average monthly rate of 194,250 jobs in 2013 
(Chart 4.1.4), similar to tiie pace over the 
pi'cvious ivvo years, The i-mivaie sector added 
on average 197,000 jobs per rnoaih, while 
govermnent payrolls dropped at an average nife 
of 3,000 per month. 

These job gains helped reduce the 
unemployment rate from 7.9 percem at the 
end of 20T2 to 6,7 perccut in December 2013 
(Chart 4.1.5), Noncthele.s.s, the unemployment 
rate remain.s elevated. Additiomilh', labor 
force participation has continued to fall, 
dropping another 0.6 percentage points .since 
the end of 2012 and bringing the decline .since 
the beginning of 2008 to ju.st le.ss than .3,2.5 
percentage points (Chart 4.1.6). 

In December 2013, 38 percent of unemployed 
woi'ker,s liad been out of work for more; than six 
months (Chart 4.1.7). Much of the declining 
trend in the labor force participation rate 
.may be due to ongoing deinograpliic clianges 
related to the retirement of the baby boomers. 
However, some may also be due lo cyclical 
factors, .such a.s discouraged job seekers leaving 
the work force. 


The high I'utc of unemployrnoni in the enrrent 
ctououiic expansion has raised concerns (hat 
the natural rate ofuncmploymeru may have 
risen over the pa.si few years in the United 
States. However, tiie continued decline in the 


4.1.7 Long-Term Unemployment 


Peiyent As Of: Mar-201 4 Percent 



Source: BLS, Note: Lofig-term onemploymen! as a percent of total 

Haver Analytics unen^ioymeni. Gray bars .signify NBER rocessions 


4.2.1 Debt to Assets for Nonfinanciat Corporations 

As Of: 2013 Q4 



Source: Flow of Funds, 
Haver Analytics 


Note: Gray bars signify NSER recessions. 


4.2.2 Bank Business Lending Standards and Demand 


Percent As Of: Jan-2014 Percent 



Source: SLOOS. 

Haver Analytics Note. Gray bars signify NBER recessions. 


Macroeconomic Environme 





62 


4.2.3 Nonfinancial Corporate Bond Default Rate 

Percent As Of; 2013 C34 Percent 



Source: Moody’s Note: Default rates are annual rates calculatal on a 
Investors Service quarterly basis. Gray bars signify NBER recessions. 


4.2.4 Noncurrent Commercial and Industrial Loans 

Percent As Of 2013 Q4 Percent 



Note. Percent of total C&l loans. 

Source: FD!C, Haver Ana^cs Gray bars signify N8ER recessions. 


4,2,5 Noncorporate Assets 

Percent of Total Assets AsOf-20i3Q4 Percent ot Total Assets 



19i?0 1994 1996 2002 2006 2010 

Source: Flow of Funds, Haver Analytics 


rate of uneinpioymeni. suggests the viautra! 
rate may bo noritializing. Wage growth for 
those employed remains .subdued by historical 

standards. 

4.2 f^onfmancfal Balance Sheets 

4.2.1 Nonfinanciai Corporate Sector 

In 2013, corporate balance .sheets remained 
strong as profits grew. CAniiinued growsh in 
earnings .supported further ri.ses in the share 
prices of nonfinancial corporations and allowed 
them (o boost capital (.see Section 5.1.3). 

Improved rredif quality and corporate profits, 
as well as the low level of interest i ate.s and 
declining spreads on corporate debt, supported 
substantia! gross borrowing in corporate bond 
markets by nonfinancial firms (Chart 4.2.1). 
Refinancing itccoiuited for a record .share and 
volume of corporate leveraged loans, more than 
dttubling to $6B2 billion, in 201.3 from $28.3 
billion in 2012, Total outstanding bank and 
nonhank loans to the nonfinancial corporate 
sector incrca.sc'd modestly in 201.3, Cornmercial 
and industrial (C&I) loam funded by banks 
condmicd to rise. Bank respondent, s to the 
Federal Reserve’s Senior I..oan Officer Ojiinion 
Survey on Bank l^mding Priiciices (SLOOS) 
reported stronger demand for C&l k>ans by 
large and medium-sized firms for twelve of the 
last seventeen quarters as well as .some easing of 
underwriting standards for sixteen of the last 
.seventeen quarters (Chart 4.2.2), 

Available indicators of corporate credit 
qviatiiy point to continued in.ip.rovem<’nt. Tire 
default I'ate on nonfinancial corporate bonds 
continued to decline in 20.1.3 (Chart 4.2.3), as 
did delinquency rate.s on C&l loatrs 
(Chart 4.2.4). 

4.2.2 Noncorporate Business Sector 

Compared to conditions in the corporate 
.sector, financial conditions in the noncorporate 
biesiness sector have improved at a slower 
pace. This sector, composed primarily of small 
busine-sses, accounts for slightly le.s.s than 
one-third of total nonlinancial business debt 
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oulsUindisig. Hcnvcvcr, since sinail businesses 
generaiiy have access to a narrower range 
of financing options titan rorporarions, the 
majority orsmall business debt is composed of 
hank loans, Therelbrc, devclo[)nienT.s in the 
noncorporate business sector affeci llte health 
of many banks’ balasice sheets, especially for 
smaller banks. 

Rea! estate represents the ■majorifv of assets 
owned by noncorporate businesses (Chart 
4.2.5), The decline in real estate collateral 
values sitice tite beginning of the financial crisis 
has hampered noncorporate borrowers’ ability 
to bonow from banks. However, titere are signs 
that credit conditions are gradually improving, 
supporle<l by ri.sing tea! estate values and 
improving business conditions. Net borrowing 
by nonHnaiidal tioncorporaie busiiie,sse.s, 
which had dropped dramatically through 2010, 
was slightly po,sitive for tno,st of 2013 except 
immediately foliowing the federal government 
shutdown (Chart 4.2.6), Respondents to the 
SI..OO.S noted some easing on loan standards 
ibr .small linns, while dettjaiid for loaii.s by small 
businesses generally continued to be tepid 
(Chart 4.2.7), Additionally, according to the 
National Federation of Indepcnclont Biisines.sc;s 
(NFIR), the number of small bu.sinesses 
indic.ating difficulty in ohraittitig credit 
continued its downward trend in 2013 
(Chart 4.2.8). 

4,2.3 Household Sector 
Household debt increased sharply in the years 
leading up to the fmaudal crisis, reaching a 
high of 13.5 percetit of disposable personal 
income in the third quarter of 2007. Since then, 
households have been deleveraging. By liie 
end of last year, the ratio of hntrsehold debt to 
disposable income hatl declined to its 2003 level 
of roughly 104 percent (Chart 4.2.9), mo.stly 
due to decreases in outstanding mortgage debt, 
wliich accounts for about three-fourths of all 
hou.schokl debt. The coturacti<3n in mortgage 
debt appeared to halt in the third quarter of 
2013 (Chart 4.2.10). Tlie apparent bottoming 
out of mortgage debt follows continued 
housing-market activity and a pick-up in home 



2000 2002 2004 2005 2008 2010 2012 


Source: Federal Reserve, Note- Seasonally adjusted at an annua! 
Haver Analyfics rate. Gray bars signify NBER recessions. 


4.2.7 Bank Business Lending Standards and Demand 


Percent As0f;dan-2014 Percent 



Source: SLOOS. Note; Data hwiudosllrmswhti annual sales o! less man 

Haver Analytics SSO miinon. Gray bars signify NSER recessions. 


4.2.8 Small Businesses’ Difficulty Obtaining Credit 


Percent As Of: 2014 Ql Percent 



ouuive, iNrio, navel obtam minus l!>ose re,Tonirx! aas^er to oet over -ne o 

Analytics SlfesmonthS Gray bam signify NBER racassions. 
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4,2.9 Household Debt as a Percent of Disposable Personal Income 


Percent AsO?:2013Q4 Percent 



Source BEA, Fiow of Funds. Note: Other Household Debt indudes 
Haver Analytics debts of both households and nonprofits. 


4.2.10 Private Nonfinancia! Debt 

Percent of Nominal GDP As Of; 2013 04 Percent of Norrtnai GDP 



1992 1996 2000 2004 2000 2012 

Source: BEA, Flow of Funds, Note: Other Household Debt includes 
Haver Analytics debts of tioth households and nonprolits. 


4.2.11 Household Debt Service Ratio 

Percent As Of; 2013 Q4 Percent 



Note: Ratio d debt service paymwits to disposabte 
Source. Federal Reserve, personal incomQ. Seasoniaiy ac^usted. Gray bars 
Haver Analytics signify nber recesstons. 


prices last year, aided by low luorlgage rates and 
improving labor markets. Borrowers with high 
credit scores and equity generally have access to 
conforming (kSE-backed mortgages, and I'cdera! 
programs liave oxtciided refinance as-si.stance to 
borrowers in agency-guaranteed ioan.s without 
equity, but access to credit by other borrowers 
remains tight relative to pre-crisis ievels. 

Slow debt growth, hislot icaliy !oiv interest 
rates, and modest. iiicicase.s in employment 
and income liave reduced the Isousehold debt 
service ratio (the ratio of debt .service payments 
to disposable personal income) to fiO-vear 
lows (Chart 4. 2. I t). Reduced debt burdens 
have allowed hou.sehold.s to slowly but steadily 
become more current on tlicir debts. Since 
2009, the percentage of household debt that 
is delinqucm lias decrc'a.scc! from 12 percent 
to 7 percent, but still remains significant:!)’ 
above pre-crisis leveks. The share of seriously 
delinquent debts also remains at roughly 2008 
levels (Chari 4.2.12), Moreover, while aggregate 
measures of the debt burden have improved, a 
large number of households continue to face 
dinicultk‘.s mecthig their financial obligations, 
and many are still underwater on their 
mortgages. 

Aggregate household netw'orth (the difference 
between as-sets and liabilities) ro.se about SIO 
trillion in 2013 to a l.ii.st.orical high of nearly $81 
trillion (Chart 4.2.13). The ratio of household 
net worth to dis]:)osable personal income also 
inci-eaiscd. Capital gains from rising asset prices, 
e.spccially corporate equities, accounted .for 
most of the increase in .net wortli, though act ive 
saving, and the dedinc in outstanding debt 
noted above, also comributed in smaller part. 
Owners’ cqu.iiyas a share of household real, 
estate continued to move up with rising hou.se 
prices and falling morfgage debt, although 
it still remains about 8 percentage points 
below its 1990 to 2005 average (Chart 4,2.14). 

As discussed in Section 5.1.4, the .share of 
mortgages undei-waler declined. 
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Unlike Tuorigage debt, non-mortgage consumer 
credit, wliieh accounts for sligblly more than 
20 percent oi' total household debt, has been 
growing over the past three years. During 2013, 
consumer credit outstanding increased about 
6 percent to $3 trillion. Auto loan.s and student 
loans accounted for ahTU)st all of litis increase 
(Chart 4.2.15), Costs ofeducalioii ro.se, and 
federal programs remained the dominant 
source of education lending, continuing to 
expand at a rapid pace in 2013. 

'Hk! increase in auto loans reflects availability of 
credit and rising consumer demand for motor 
vehicles. About S75 billion of auto loan a.ssci- 
backed securities {AB.S> was issued in 2013. 
Subprime auto loan A.BS issuance reemerged, 
although reportedly with sirougcr cretiit 
support than before the cri.sis. 

Indicators of changc.s in the demand for 
credit were mixed iit 2013. Respondents to the 
SLOOxS reported stronger demand for credit by 
consumers, e.specialiy for auto ioan.s. However, 
credit applicatioirs were little, changed, on net, 
ov{;r the year, artd remained generally .subtlueti 
relative to the pre-crisis period (Chart 4.2.16). 

Although last ycar’.s delinquency rates on auto, 
credit card and mortgage loans fell to 2008 
level.s, delinquencies on student loan.s and home 
equity line.s remained considerably higher than 
iheir pre-crisi,s levels (Chari 4.2.17). Lower 
delinquency rates for rewdving credit and 
auto loans in 2013 likely reflected, in part, the 
composition shift toward boirowtirs with higher 
credit scores. The delinquency rates on these 
loan.s to consumers with prime and super-prime 
credit scores are currently near ilieir hi.storica! 
averages, 

While households are Itecoming more current 
on most types ol debt, the delinquency rate on 
sttident loans outsiiuiding msc to 12 percent 
at the end of 2013. Large and growing stutient 
debt biirdcn.s and continued wcakne.ss in labor 
markets have pushed many younger borrowers 
into dc!inc|ucncy, despite the longer grace 
periods that typically accompany stndettl loans. 


4.2.12 Share of Household Debt by Delinquency Status 



Source: FRQNY Consumer Credit 
Panel/Equifax, Haver Analytics 


4.2.13 Household and Nonprofit Balance Sheets 


As Of: 2013 Q4 


Trillions ofUSS 



Source: Flow of Funds, 
Haver Analytics 


Note: Other Assets pHinaiUytiKiuilelirfl insurance 
reserves, pension entitlements, and noncorporate 
equities. Other Debt primarily includn security credit, 
traiM payables, and iirqsaici Die insurance premiums. 


4.2.14 Owners’ Equity as Share of Household Real Estate 



2000 2002 2004 2006 2000 2010 2012 

Source: Ftow of Funds. 

Haver Analytics Note: Gray bars signify NBER recessions, 
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4.2.15 Components of Consumer Credit 


Biifions of US$ As Of: 2013 04 Billions of U3$ 



The risk to lenders is mis igaied by the fact 
that both fedora! and private student loans 
are diOicult to discharge in banknipicv. and 
that the federal government has extraordinary 
collection authorities. llDwever. rising student- 
loan debt burdens and delinquencies may 
have impli(:ation.s for houscitolds. Despite 
features of federal student loans that facilitate 
flexible repayment and loan moilihcatiotis, 
high suident-debl burdens may dampen 
consumption and could itnpact household 
demand for hoit.sing ptirchases in coniingycars 
as heavily indebted and delinquent borrowers 
may be less able to access mortgage credit- 


4.2.16 Applications for Credit 

Millions of inquiries As Of: 2013 Q4 


Millions of Inquiries 
300 



bource: FRDNY Consumer Credit Number ot Eqttila* inquiries within $ 
Panoi/Equifax, Haver Analytics months. Gray bars signity nbefi fecessions. 


4.2.17 90+ Day Delinquency Rate by Loan Type 

Percent As Of: 2013 Q4 Percent 
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4.3 Government Finance 

4.3.1 Federal Government 

riif dolicit iii ilif unified budget was 

•1.1 pcrceiu oruoriiiiial GDP in liscal year 2013, 
a 2.7 jicrccnaige point reduction from the 6.8 
pertetiS deficit (lusttx! in 20!2. Outlays declined 
modestly reflecting .spending rcsu aiui IVoni 
i.lie 2011 Budget Control Act and sequestration. 
Rcveiute growcii in 2013 was strong owing to 
policy changes — the expiration of the payroll 
lax cut, the reduclioii in bonus depreciation 
allowances, and provisions applying to high- 
inconie taxpayers in llic American Taxpayer 
Rebel .Act and Affordable Care .Act — aswcU 
as -solid growth of taxable incomes oi both 
corporations and individuals. 

The tnedium-icrni budget outlook is subject 
to con.siderabie uncertainty with re.speci to 
the performance of the economy, the ftiitirc 
stance of liscal policy, and other factors such 
as the pace of healtli care cost growth. The 
Congressional Budget (..)ffK:e estimates that the 
deficit, will coiitinnt; to dccli.iu' to 2.6 percent, 
of GDP in 201,'i, owit.ig in large part to robust 
revenue growth as tlie economy continues to 
recover and changes in tax law prewisions, 
e.special!y the bonus depreciation provision. 
Starting in 2016, tile delicit is t^xpeciefl to 
gradually increase, reaching 3.7 percent of GDP 
by 2024 (Chart 4. ,3.1). The rise in the deficit ks 
driven primarily by projeciecl iricrea.ses in Social 
Security and health care co.sts due to the aging 
of the population and the expectation that 
pcr-capita health care expenditures will grow 
faster than GDP, as well as increases in interest 
payments (Chart 4.3.2). The ratio of debt held 
by the public to GDP i.s expected to drift up 
as tlie prtijected deficits are not low enough to 
.stabilize the debi-io-Gl')P ratio (Chart 4.3.3). 


4.3.1 Federal Unified Budget Surplus/Deficit 


PercentofGDP AsOt:Apr-2014 PercentofGDP 



2000 2004 2009 2012 201S 2020 2024 

Source; CK), Note: Negative values denote a deficit. Data for 

Haver Anadytics fiscal years. Years after 2013 are projected. 


4.3,2 Projected Spending in Major Budget Categories 

PercentofGDP As Of' Apr-2014 PercentofGDP 



2013 2015 2017 2019 2021 .202,3 

Note; Other mandaiory spending Is all mandatory 
spending other than that for major health care 
Source CBC. Haver Analytics pfograms. Social Security, and no! inieresl. 


4.3.3 Federal Debt Held by the Public as a Percent of GDP 

PercentofGDP AsOf, Apr-20t4 PercentofGDP 



Note. Data for fiscal years. 

Source: CBO, Haver Analyses Years after 2013 are projected. 
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4.3.4 Interest Outlays and Average Maturity of U.S. Public Debt 


Percent of GDP 


As Of: 2013 Q4 



Source' BEA, OMD. 
Haver Analytics 


Note: Gray bars signify NBER recessions. 



The increase in inleresi, pavmenls that is likely 
to follow the high level of public debt prc>jecled 
over the nietiiutn ttTin may hav<t itnportaru 
consequences for fiscal policy moving forward. 
In the near term, however, net interest outlay.s 
remain near historical lows and the average 
maturity of outstanding debt continues to 
lengthen (Chart 4.3.4). 

Ail three major rating agencies maintained 
their overall ratings for the United Slates 
in 2013, willi Moody s and Filch assigning 
the United State.s tlicir highest ratings and 
Standard and Poor's (SitP) assigning the 
second-highe.st rating. Fitch placed U.S. 
sovereign debt on negative ratings watch in 
October, citing political brinksmanship a.s a 
concern for the U.S.’ creditworthiness (see Box 
A), but changed the outlook back to stable in 
March 20H. Moody's and S&P also maintain a 
stable outlook for the United States, 






69 


a fir aC-SfCCvnvmv -,rC ---- . 's-^- s- — r-.- BRCf 


The federal debt ceiling was extended on two separate 
occasions in 2013, On both occasions, uncertainties 
surrounding the debt ceiling led to temporary disruptions 
in some key short-term markets. Investor concerns about 
the risk of a missed payment on some Treasury securities 
ied to a temporary increase in term borrowing costs for 
the U.S, government. 

On December 26, 2012. Treasury Secretary Geithner "• 
announced that the statutory debt ceiiing would be,-- 
reached on December 31, 2012 and that Treasury 
would begin taking certain extraordinary measures to . 
temporarily postpone the date that the United States 
would otherwise default on its legal obligations, in mid- 
January 2013, Treasury Secretary Geithner announced 
that the Treasury would exhaust its extraordinary 
measures between mid-February and mid-March of 
that year, Extraordinary measures are actions, such as 
suspending investments in certain federal trust funds, 
that temporarily extend the Treasury’s ability to meet the 
government's obligations, The ensuing political debate 
with regard to a debt ceiling increase ied some investors 
to avoid owning certain Treasury bills out of concern that 
the principai would not be repaid on time. Accordingly, 
yields on bills maturing in late-February and eariy March 
briefly spiked higher than those of surrounding maturities 
on the yield curve. However, in iats-January an agreement 
was reached and on February 4, 2013 a law was enacted 
that suspended the debt celling through May 18, 2013,. 
and conditions in the Treasury market quickly normalized. 

After May 18, with the debt limit suspension period 
ended, the Treasury was able to again take extraordinary 
measures to temporarily continue borrowing without 
breaching the ceiling, and pressures were largely absent 
from financial markets during the second and third 
quarters of 2013. Yields on Treasury bills remained at 
near-zero rates until the end of the third quarter. However, 
in late-September concerns began to reemerge after 
Treasury Secretary Lew announced Treasury's estimate 
that extraordinary measures would be exhausted no later 
than October 17. 2013 and as it became apparent that 
there was no clear plan for Congress to extend the debt-, 
ceiling in a timely manner. Those concerns were later 


compounded by a 16-day government shutdown that 
began oh October 1, 2013. 

In early October, the-market began to consider a 
scenario in which Congress would oe unable to reacn an 
agreement to raise the debt ceiifng before the Treasury 
exhajsted its extraordinary measures, Tnis led yields to 
rise oh bifls .maturing around that date as investors grew 
concerned about the potential for a delayed payment. 

In the days leading up to October 17, 2013, yields on 
Treasury bills with maturities from mid-October to iate- 
October became extremely volatile relative both to the 
preceding months and historical averages. For exarripte. 
the yield on the Treasury bill maturing on October 3, 2013 
rose from 3 basis points on September 30, 2013 to 53 . . 
basis points on October 15. 2013, a larger reaction than in 
similarly affected bills during the 2011 debt ceiling episode 
(ChartA.1). 


A.1 Treasury Bill Yields: 2011 vs. 2013 



No(6: Hmzontal axis n»fer« to iNo liumbor dl'ct jiyt jjnor to . 
ctsbf ceiing sgreemont! 2013 eect ceiiins agreemant date is ! . 
' Source; DIoom&erg, LP. tciri7/i3, 20na9titceiiin9agrBoinemaa!eis!Vi;n, 
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Stress in the Treasury bii! market soon spread to the repo 
market as some cash lenders excluded certain.Treasuries 
as acceptable collateral for tri-party repo transactions 
{Chart A.2). Moreover, some counterparties took 
temporary informal actions by requesting that Treasury ' ' 
securities maturing in 2013 not be accepted as coliaterai 
in repo and securities lending transactions. In contrast to 
the illiquidity experienced in the market for short-dated 
bills, overnight repo markets remained liquid. 

Additionally, some investors publicly stated that they did 
not hold certain Treasury securities that could have been, 
affected by the debt ceiling. These factors widened bid- 
ask spreads for Treasury bills, which under normal mat1<et 
conditiohs have minimal transaction spreads, Operational,, 
risks about a missed Treasury payment were also a 
concern, since systems that handle securities clearance, 
settiement, financing, collateral management, payments, 
and pricing could have required manual workarounds and 
advanced payments to clients to limit market disruption.. 

Once an agreement to suspend the debt ceiUng was 
reached, short-dated bills rapidly returned to near zero 
rates, Market participants have emphasized significant 
strains in Treasury bill and money markets would likely 
occur sooner and with more severity during future debt 
ceiling debates. 


A.2 Treasury Collateralized Borrowing Rate 


Cliange in Rate {in Basis Points) from Reference Date 



Nola: hionzonisl axis refers to the numCar of dajn jj'rtdf'tb ifi'e' 
flebl ceiiihB ngfeement. 2013 aeS! ceding sgrwmen't date is ■ 
Source: Bloomberg. L.P. lOfcms. 2011 dEtstceiiingagreemeriiaatef^Bfl/li,. . 
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4.3.2 State and Local Governments 
In gfiKT-ai, liic fiscal posiiion of state and local 
governtncnis !inpro\'cd in 2013. State and local 
tax revenues increased, continuing the trend 
since 2009 (Chart 4.3.5), The imptovcd revenue 
picture !or both state and local governments 
was accompanied by a stabilization of 
cinplovinent during 2013 (Chart 4.3.6). 

Nkt! credit f]ow,s to .stale and local governments 
were inixeti iu 2013. Long-term munieipal bond 
tnntual funds experienced outllow.s for 10 of the 
last 12 months, and long-term bond iss\iancc 
was down 12, 6 percent to !^332 billion (Chart 
4.3.7), However, much of tltis decrease rellecfed 
a decline in rcfunding.s from the 2012 levels, 
due in pari, to higher interest rates. In irtany 
instances, municipal bond spreads, a proxy for 
municipal yields relative to index levels, also 
declined (Chart 4.3.8), 

In spite of the relative stability that (he sector 
experienced during 2013. state and local 
govenunenis continue to face signilieant long- 
term challenges. In some rnunicipailiies, the 
slow pace of economic recovery has restrained 
income and sales tax growth, Additionally, 
home vaiue.s remain below peak values in some 
parts o.r the country, restraining property tax 
levenue. Other challenges include increased 
spending pressure from pension liabilities 
and other post-employment benefits. Thirteen 
states contribute less than 80 percent of their 
annual rccjuircd contribution to their public 
pension funds, In some municipalities, pension 
and otlier postrempioyment beuefhs costs are 
beginning to crowd out other services. 


4.3.6 Growth of State and Local Government Employment 


Perce.nt Change As Of: 2014 Percent Change 



S<HJrce: BLS. Haver Analytics Note: Gray bars signify NBER recessions. 


4.3.7 Municipal Bond Issuance 



Source Thomson Note: Excludes maturities of 13 months 

Reuters, SiFMA or less and private placements, 


4.3.8 Municipal Bond Spreads 

BasisPoirtts AsOf;3i-Mar-20lA BasisPoints 



Source; Thomson Reuters MMD Note. Spreads to IQ-year Treasury, 
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Developments in municipal markets— Detroit's filing for : 
Chapter 9 bankruptcy protection and the downgrade 
of Puerto Rico’s credit rating to non-investment grade 
status— have drawn significant investor and media 
attention. While market participants l£»‘geiy view these 
events as idiosyncratic, they might have the potential to 
affect the municipal bond market (Chart B.1). 

Although Detroit’s bankruptcy is unique in many respects, 
there are two primary ways in which the unfolding story in 
Michigan could impact municipalities elsewhere. Investors 
may begin to demand higher interest rates from cities with 
weak economic fundamentals similar to Defroit, including 
population decline, chronic deficits, large unfunded 
pension liabilities, and an eroding tax base, 

Additionally, it the treatment of claims in Detroit’s . 
bankruptcy ultimately differs significantly from other \ 
previous municipal bankruptcies, this could create .. 
uncertainty and lead to some amount of broader 
re-pricing of risk by investors. 

Puerto Rico's financial challenges have also drawn 
investor and media attention. Its overall economy remains 
weak, having been in a recession since 2006. Additionally, 
Puerto Rico's outstartding debt of roughly $73 billion 
represents a large percentage of GDP. A significant 
poi'tion of Puerto Rico’s debt is exempt from federal, 
state, and local taxes in the United States and is widely 
held by investors. 

Despite downgrades to non-investment grade status by 
all three major ratings agencies in February 2014, Puerto , 
Rico was able to issue $3.5 billion in debt in early March, 
which authorities have said will allow them to meet their 
obligations until the end of calendar year 2015. However, 
a material deterioration in the economic and financial 
conditions in Puerto Rico could heighten concerns of . 
municipal market Investors, whose current sentiment 
remains fragile. 


B.1 Weekly Municipal Bond Fund Flows and Yields 


. Miions USS AsOf:26-^4a^-2014 Percent 



. Source: EPFR, Bank of America 
. MenUi Lynch, Haver Anatylics 
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4,4 External Environment 

4,4.1 Advanced Foreign Economies 

('.DP growtli ill the advanced economies 
l emained .sluggish in 2018, at slightly below the 
already subdued pace o!' the pieA'ious two years 
(Chart 4.4.1). However, the quarterly trajectory 
was more i'avorablc, with most econonucs 
seeing a notable pickup in growlii during the 
second half of the year, Growtli in ihceuro 
area resumed in the .second quarter after six 
con.secutivc quarters of eoniraetion. Although, 
the region’s recovery remains subdued, the exit 
from reccs.sion removes what had been a major 
drag on global activity. 

.For die major I'ordgn advanced economies 
(the eitro area, Japan, tlic Uviiied Kingdom, 
and Ganada), real ('.DP increased 0.6 percent 
in 201.8 on a calendar year, GDr’-weiglut'ti 
basis. A .slower pace of fiscal C(.msolidaijon 
and significajit easing in financial sire.s.ses 
helped recovery lake hold in the euro area. In 
japan, additional discretionary fiscal stiinulns, 
improved sentiment, and strong corporate 
profits helped support consumer and business 
spending amid a reflarionary monetary policy 
progratn. 

Thus far in 2014, activity in the major foreign 
advanced economics appears to have held 
close to the improved pace maintained di.i.ring 
the second iialf'of' 201.8. The International 
Monetary Fund (IMF) projccLs jnaj(.>r foreign 
a.dva.nced ec(.>nomies t(.) (.-xpancl 1.4 percent in 
calendar year 2014. The IMF expcci.s growth 
i.n thc'se economies to pick uj.> to a pace of 1.6 
percent over the medium term, as hcadwind.s 
from fiscal consolidation and deleveraging after 
the Great Recession continue to fade 
(Chan 4.4.2). 


4.4.1 Real GDP Growth 



20KI 2002 2004 2006 2008 2010 2012 2014 2016 2018 

Note: Year-over-year percent change. 
Source: IMF, Haver Analytics Data after April 2014 is proiseted. 


4.4.2 Advanced Economies Real GDP Growth 



2000 2002 2004 2006 200Q 2010 2012 2014 2016 2016 

Note: Year-ovei'-year percent change. 
Source IMF, Haver Analytics Data after April 2014 are projected 




74 


1,4.3 Euro Area Real GDP Growth 



2002 2005 2006 2011 2014 2017 


Note: Ycar-over-year percent change. 
Source' IMF, Haver Analytics Data after Aph! 2014 are pHtijecied. 


4.4,4 Peripheral Europe: Gross Public Debt 

PercentofQDP AsC^: Apr-2014 PercentofGDP 



Source: IMP, Haver Analytics Note: Data alter April 2014 are projected. 



Euro Area 

Policy actions by euro area authorities have 
reduced concerns about a systemic event in 
the region, and since mid-2()12, have helped 
to substanliallv ease previously severe market 
pressures. However, fiscal and financial 
headwiiitls remain. After a year and a half of 
recession, the euro area economy saw a leitiaiii'e 
rebound in the iriiddle of 2013, with GDP 
expanding over the second and liiirtl quarters. 
However, euro area GDP growth remains about 
2Jy percentage poinls below its rale in the brst 
quarter or2008, and imemploynieni is running 
at a near-rccord high of 12 percent. The pace of 
economic recovery in the euro area is expected 
to remain gradual. The IMF foreca.sts regional 
real GDP growth in 20J4 to track at roughly 
1.2 percent, with grewth in most periphery 
counirie.s expected tt.) retnain nieasurably below 
1 percent (Chart 4.4.3). 

The fiscal ecmsolidation measures implemeiued 
lo date in the periphery have re.sulted in 
progress in stabilizing fiscal deficits and 
arre-sting the upward trajectory of public debt 
burdens. Ahtigeiher, euro area governi'nents are 
e.stimat.ed to have retluced fiscal defici(;.s from 

6.4 percent: of GDP in 2009 to 3 percetit of GDP 
at the end of 20.13, Euro area perij)l.iery public 
debt levels arc now projected to .stabilize at high 
level-s over the corning few year.s (Chart 4.4.4). 

The euro area's overall currenl: account 
balance, .shifted from a small defi(,:it in 2008 to 
a consistent surplus with the .surplus reaching 

2.4 percent of GDP in 2013, The Netherlands 
and Germany liave continued to run substantial 
current account surplu.ses since 2011, while 

the current account defidt.s of Italy and Spain 
and the smaller economies in the periphery 
have coniracted significantly. Weak periphery 
domestic demand clue to deleveraging ha.s not 
been offset with stronger exports to the core 
(Chart 4.4.5). 
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Kiiro area consvisiier price inlialioii has 
dccUmai to wel! bciow the European Central 
Baiik'.s (ECR) 2 percen! target rate. Inflation 
readings {both headline, wliich include.s 
volatile items, and core, wljidi exrlude.s those 
items) were tracking near or below i percent 
dni'ing the final nioittlrs of 201 d {Chart 4.4,6). 
With innai.ioii droppiitg to rriulti-year lows in 
recent, months, the euro area faces tltc risk of a 
prolotiged period orsubstaniialty below-target 
inflation or ontriglit denaiion. This could slow 
recovery, Itinder the internal rebalancing that 
is needed between l!ie core and periphery, and 
increase the real burden of public and private 
debts. IMF and ECB forecasts are for enro area 
intlarion to stabili/e. 


4.4.6 Euro Zone: Consumer Price inflation 



2005 2006 2007 2000 2010 2011 2012 2013 

Source: Stafistical Office of ttia 

European Communities, Haver Analytics Note: Vear-ovet-year percent chango. 


Meanwhile, Ennipean authorities arc pushing 
{'orwarfl with efibrEs to deepen regiomtl 
financial integration anrl enhance market 
cnnlidenre in the capital adetjuacy of European 
banks. A single .supervisory niechani.sin for 
enro area, hanks is in the proce.ss of being 
establi.shed under the ECB (expected to be in 
place by November 2014) and comprehensive 
iisse.ssniei.it.s (by tlu: F.C,B in cooperatiion 
with the national competent authorities) of 
approximately 130 of the largest banking 
grot.ips tilso are underwiiy. 

European policymakers also Jiave rcachetl 
agreements to pass lcgi,slatioi.i barnionizing 
banking rule.s and rcgulaiion acros.s the 
Eluropean Elnion (E'-U), including .national 
deposit guarantee schemes, bank recovery and 
resolution frameworks and common bail-in 
.rule.s, and their new capital requirements 
legislation is now' in force, In March 2014, EU 
finance ministers and the European Parliament 
reached a provisional agreemetit on the .Single 
Resolution Mechanism, which establishes 
a common re.solution -authority and single 
restikition fund for Euuipcan banks. 


Macroeconomic Environnif 
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Japan 

In 2013, Japans new Liberai Democrade Party 
government launched an economic reform 
program designed Eo revive the ccononiy and 
exit almost two decades of tledaiion. (The 
program is poptdaiiy termed Abenomics, 
in reference £o Prime Minister Shinzo Abe.) 

The program consists of the so-calicd “three 
arrows": aggressive inonctarv stirnuius; short- 
term fiscal sfimnltis, paired with lojig-lerm 
measures to reduce large, struc tural fiscal 
deficits; and stnirtnral reforms, to boost the 
economy's iong-tenn growth potential. The IMF 
projects that (IDP growth will be 1.4 percent in 
2014, down slightly from 2013. 

Household spending picked up significantly 
in 2013 partly in resporvse to rising equity 
pricc.s and broader expccfalion.s of economic 
growth under Prime Mini.ster .Abe's policies, 
Con-sumption is expected to further boost 
CUP in the first (juaner of 2014, ahead of the 
April 2014 consumption lax hike. Temporary 
Fiscal stimulus of 1 perco,*nt of GDP passed in 
December will only partially offset the initial 
im|)act of tlic con, sumption Uix increase and 
the overall fiscal impulse in 2014 will bo 
contractionary. 


4.4.7 Japan; Consumer Price Inflation 



1990 1995 2000 2005 2010 

Source: Minislry of Internal Affairs and 

Communications, Haver Analytics Note: Year-over-year percent change. 


Japan.'.s larger banks have begun to reduce 
their sizeable Japanese government bond 
(JOB) holding.s in response to the Bank of 
Japan’.s (BqJ) asset purchase program. From 
March 2013 through December 2013, banks’ 
holdings ofJGBs dropped ¥29,474 billion and 
deposits at the BoJ went up ¥3.'5,68,'^ billion, 
Domestic lending began to pick up throughout 
2013. averaging 2,6 percent growth for the 
year. There also are signs tliat Japan may be 
moving from entrciu'lted deflvtiion to sustained 
moderate inflaiion. The overall Con,suTner 
Price Index was up 1.5 percent from its year- 
ago level in February, Gonstimcr jirice iiillafion 
excluding food and energy reached 0,7 percent 
in Fcbruai'y 2014, the highest in rottghly 
15 years (Chart 4.4.7). .Survey measures of 
expected inflation have also risen somewhat. 
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4.4.2 Emerging Market Economies 


4.4.8 Emerging Economies Real GDP Growth 


Emerging Market Economies 

Econoiiiit growth remained generally sluggish 
in 2013 across the EMEs (Chart 4.4.8), Growth 
ihr all EMEs was an estimated 4.4 percent 
in GDPnvciglited calendar year terms, down 
slightly from 2012 and roughly 2.5 percentage 
poitiLs below growth ditring the 2003-07 global 
boom. Growl!! for EMEs exdiiding China was 
3.1 percent in 2013, also down slightly from 
2012 and almost 3 percentage points below 
the 2003 to 2007 average. Recent indicators — 
including industrial production, exports, and 
piti cliasing manager surveys — show that a 
slight recovery may be underway. The IMF is 
expecting a modest pickup in growth to4.fi 
percent this year, and 3,4 percent 
excluding China. 

The EMEs continue to act a.s the nsain source 
of global growth. Last year, EMEs contributed 
tlrree-founhs of global GDP growth, and 
according to the IMF forecast EMEs will 
contribute .some t.wo-third.s of global growth 
in 2014 (Chart 4,4.9). Importantly, esUmate-s 
suggest that trend growth has slowed across 
the hirge.st EMEs, The IMF now forecasts EME 
r(?al GDP trend growth at roughly 5.25 perctuu, 
clown some 1.5 percentage points from its 
forecastjust two years ago. 



2005 2007 2009 2011 2013 2015 2017 2019 


Note: Year-ovef-year percent change. 
Source: IMF, Haver Arafytics Data after Aphi 201 d are projecteef. 


4.4.9 EME Contributions to Global Growth 



Source: IMF. Haver Analytics Note' Data after April 2014 are projected. 


EME asset prices came under pressure 
beginning in May 2013, with EMEs 
experiencing reducetl capital inflows in ihe 
.second and third quarter, reflecting it.i part 
changing expectations for Federal Re.serve 
policy, deteriorating longer-term EME gro^wth 
prospects, political unrest, and structural 
vulnerabilities in some prominent EMEs. While 
the market sellolT in May and |une (.see Box C) 
broadly affected EME as.seis, markets displayed 
discrimination, putting countries with large 
exicrual financing neetls, elevated inflation, 
and more luipredictabic policy frameworks 
litider greater pressure. Poiicy makers in a 
rnnsiber of EMEs responded to market sirain.s 
bv tiglitening monetary policy and by taking 
.siep.s lo rebuild policy credibility. 
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4,4,10 China Real GDP Growth 

Percent AsOi:20i4Ql Percent 



Source) China National Bureau Note; Ouartefty data. Pefe&>!i cha''g©*roni the 
Of Statistics, Haver Analytics same auanwol the prewousvear- 


4.4.11 China: Credit to the Private Sector 


Percent of GDP As Of: 2013 03 Percent of GDP 



Source: China National Surseu of 

Statistics, BIS, Haver Analytics Note: Roiling 4-quarter sum of GDP. 
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Mcjving forward, liglilcr iinancial coiiditiotis 
and weaker exchange rales across the EMEs 
represent a key que-suon mark for both the 
growth and infiitiiort oiulooks, KMKs generally 
have benefil.led from sirong capita! inflows 
over the pa.st several years, someihing that has 
helped support domestic credit growth and 
financial sy.sU’in deeperuttg. Nonetheless, such 
rapid domestic credit growth across a number 
of EME.s has increased a.sseL quality risks and 
funding vuhieraliililies and could weigh on 
growth prospects moving fonvard, 

China 

Developments in Cliina rertiain particularly 
imporiani, as China contributed 35 percent of 
global (JDP growth in 201 3. China’s economic 
growth held .steady in 2013 at 7.7 percent — the 
.same rale a.s the previous year — but .sltowed 
some signs of modest deceleration in niid- 
2013 and in early 2014 (Chart 4.4.10), Growth 
in China had slowed .steadily frofii the first 
quarter of 2010 through the third quarter of 
2012, reflecting in part the government’s desire 
to .slow the pace of credit growth and rein in 
investment in some .sectors of the economy, 
a,s well as .sluggi.sh external demand in the 
advanced economies. Chinc.se amhorlties 
announced an imporiant new economic re:{brm 
agenda in November 2013, which entails, among 
other things, a hardening of budget constraints 
for some state-owned enterprises and local 
government, s and enhanced supervi.sion of the 
noniraditional credit, intermediation system, 
China’s current account .surplus declined 
from iO.l percent, of GDP in 2007 to about 2.1 
perc'cju of GDP for the four quarters ending 
in December 2013, driven by factors snch as 
exchange ratt: appreciation, weak external 
demand, and increased imports for domestic 
investment purpose.s. 

Private sector debt; in China lias increased 
rapidly over the past five I’e.irs, From December 
2008 to June 2013, private sector deln. grew by- 
lb? percent, over twice as fast as C'»DP growth 
over tlie same period fwiiich was 72 percent) 
(Chart 4.4.11), Nonbauk financing chaimeis 
(oR'balance sheet lending, trii,si loans, and 
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corporate l)ond issuance) accotmt for an 
isicreasing share of the How of new credit. 

The rajjid gnneih of credit (Chart 4.4.12) has 
raised questions ubotil llse efficiency of credit 
aliocation and the potential for deiauils over 
the inedittm tertn. Much of the funding for this 
new credit has coinc via weaUh-management 
products (WMPs), which mayliave increased 
liquidity risk in the linancial sector. Sold to 
investors as higher-yielding ailcrnatives to time 
deposits, WMPs are largely off-balance -sheet 
invesinictu vcliicies offered by banks, trusts, and 
sectu ities companies. Increased conipelition for 
funds Im.s led to tlte rapid gnwth of WMPs — 
to U) percent of .system deposits — as well as 
incrcaseti reliance on interbank borrowing, 
particularly at smaller lituiks. 


4,4.12 China: Annual Increases in Credit and GDP 

Trillions of Renminbi As Of: 2013 Trliiions of Renminbi 


I Additional Sources of Credit 





2005 2006 2007 2008 2009 2010 2011 

NtSe* A^dtfionai setaves fS cred 

Source: China National fttreau «>fniw.wntsoi'»;iiiisoc«iiii'.i( 
of StatisBcs, The People's f^^'s sai* o' cwia nusi lo. 

. . . . und!5Coiy«od bdnkd<s acctioiiir 

Bank of China, Haver Anaiylif^ corpwaio >ssy3*>cc 
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I'liKmcial Dcvfl(i|im( ius 


5.1 Asset Valuations 

5.1 .1 Fixed income Valuations 

Tlic pas! yearwas ayear of transition for 
(ioiiicsdc iixed income as tnarket participants 
perceived a teduclioi! in the fail risk of 
roniagioii from a Fairopean financial crisis 
and fcx iiseti ailcniion on U.S. tisca! and 
monciary developjmmt-s. Idxed income markets 
experienced a general rise in noininai mcdiiim- 
to ioiig-iei'm yields and .some periods of 
cievau'd volatility, TUc itureasc in volatility was 
most notable during late spring ami .summer 
amid changes in monetary policy expectations 
and in Octolmr during the U.S. government 
shutdown and debt ctaling dcbvuer. .-Mt hough 
yiedds rose in the in<ijo.i'it.y of fixed ineoine. 
sectors, they remain well below lottg-tcrm 
averages. 

lYc^asur)' yields r(.isc year over yi':ar acros.s 
maturities as seen by the cfiange in lO-year 
yields from 1,8(> percent to 2.75 perce»n 
(Chart 5.1.1), Yiekls for five-year and seven-year 
maturities rose; on avci agc by 1 .02 percent while 
.shorter maturity yields remained unchanged 
over the same period, Tlie most significant 
yield increases were seen in the months of May 
through August 2013, a period of considerable 
volatility (see Box C). The Treasury yield curve 
steepened (Chart 5.1.2), retracing to 2011 levc!.s, 
j'cliccting a notable incrca-se in long-term yields, 

VVltile fixed income implied volatility remains 
at hi.storic:aily low levels, periods of elevated 
volatility did occur in 2013. Fixed income 
implied volatility, as measured by price.s of 
options on Treasury securities and interest rate 
swaps, nearly doubled during Mav and June 
2013 (Chart 3.1.3). 

Agency mor( gage-backed securities (MBS) 
experienced sigtiiHcanf price declines and 
higher yields resulting from interest rate 


5.1,1 Treaairy Yields 

Percent As Of: 31-Mar-201 



Source: U S. Department of Treasury 


5.1.2 Slope of the Treasury Yield Curve 

BasisPoints AsOf:3i-Mar-2014 BasisPeints 



Source; U.3, Departmem of Treasury 


S.1.3 Implied Volatility 

Basis Paints As Of: Mar-2014 



Sttirce: Bank of Arrterica Merrilf 
Lynch. Have.' A.naiytics 


X SMOVE i;wyta«3 uurvip 
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5.1.4 Agency MBS and Treasury Yields 

Percent As Of: 31-Mar-2014 Percent 

40 

3.5 

3.0 

2.5 

2.0 

1.5 

Jan 13 Apr 13 Juri3 Oc!;13 Jan:14 
Soiirce: Bioomficrg, L.P 



volatility -(Chart 5.1.4), Tlse combinalioii oC 
signifirant declines in MBS duration from 
declining imerc.sf rates and increases in 
borroH't-rv reiinancing incentives since n!id'2012 
increased tlie possibility ofa convexity event, 

.A.S noted in the Councirs 201-8 aamta! report, 
a convexity event is where an initial increase in 
long-term interest rates is aniplifted by many 
MBS inveslons actively hedging the duration of 
their MBS, re,suhing in rapid increases in iong- 
tenn interest rates. While agency MBS .suffered 
sizeable losses mid-year, the market impact from 
a rise in interest rates was not as .severe as the 
2003 convexity event, wlien 10-year Treasury 
yield.s rose by i.4 percentage poini.s in a six- 
week period. By comparison, the 10-year yield 
rose by 1.0 percentage point in about the .same 
lime frame at mid-year 2013. There are several 
reasons why ihi.s convexity event wa,s less severe. 
First, unlike in 2003, the Federal Reserve held 
a substantial portion of outstanding MBS in 
2013, ilms absorbing a significant part of the 
overall MBS universe duration extension a.s 
ituerest raie.s rose, Because the Federal Reserve 
wa.s not engaged isi lujdging activities that, other 
iarge-jicalc investors would be engaged in, thi,s 
lessened the impact of higher rales resulting 
from hedges. Second, interest rate options, a. 
itutjor driver of higher riUe.s in 200.3's convexity 
event, experienced lower volumes due to less 
participation in this market by the GSEs, 


5.1.5 Outstanding Agency MBS by Holders 



La.stly, the preclominani holders of agency MBS 
outsUlc of the Federal Reserve arc compixsed 
of banks, investment funds, life insurance 
companies and pensions (Chart 5.1.5). These 
irive-stors, which tend to rebalance their 
duration hedges iufrequetitly. have increased 
their holdings since 2003. While these inve.stor,s 
are .sensitive to price lhK'.tuation.s, they tend 
to have longer investment horizons and very 
stable sources of funding compared to agency 
real estate investment trusts (REITs) or hedge- 
funds, 

like Treasury .securities, corporate bond.s 
experienced a significant increase ifi yields in 
May and June 2013. Inve.stnumt grade vields 
year over year increased on average from 3.20 
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percenL lo 3.65 pcixeni. Average yields for 
liigh-yield bonds rensained relativciy unchanged 
year over year al 5,7 percent. Credit. spreads 
continued io tighten for bolli investment grade 
and high-yicid bonds {Chari 5.1.6), Issuance 
ol' corporate bonds remained strong, with 
over $i.4 trillion, nearly the same amount a.s 
2012 (Chart 5.1.7). Some market participants 
am ibnic this level ofiiciiviiy in the corporate 
bond market to improved credit conditions and 
low levels of default, while otliers cite greater 
demand by a broader set of investors searching 
for yield. 


Leveraged loans, generally is.sued to specuiative 
grade obligors, also had a very strong year 
of i.s.siian(,x’ and credit spread performance 
(Chart 5.1.8. Chart 5.1.9}, Strong demand from 
coliaieralized loan obligaliotis (CLOs) and from 
private 'and pttblic fuitds searching for yield 
hei[:)ed propel leveraged loan growth. Cf.Os 
witne-ssed stronger demand in 20 LS titan 2012, 
witli gros.s i.ssuance rising almost ,'&88 billion 
(Chart 5.1.10), As with leveraged loans, Cl.Os 
Irave .seen a broadening t)f the investor ba.se 
as more institutions seek to find liigher yields. 
Analy.sts and market participants have raised 
concerns that new investors may he unprepared 
for the limited liquidity and poteniia! for large 
credit losses that both markets could experience 
as firms tnay be taking on outsized risk in 
exchange for incremental yield. 


5.1.6 U.S. Corporate Bond Option-Adjusted Spreads 

Basis Points AsOf;3l-Mar-20l4 Basis Points 



Source: Bloomberg. L.P. 


5.1.7 U.S. Corporate Bond Issuance 


Billions of US$ As Of- 2013 Billions of US$ 



1996 2000 2004 2008 2012 


Source. Thomson 
Reuters. StFMA 


Noie: incKxtes all non^corvoiiilMe corporate OaOt, medium 
term notes, and VanKoo borvlii, Uui axciuOes all issues with 
maiuriSes of one year or lass and CDs. 


5.1.8 Institutional Loans Issuance and Market Size 

Qtilions of USS As Of: 2013 Billions of USS 
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5.1,9 CLO and Leveraged Loan Spreads 


As Of: 31 -Mar-2014 



Source: JP Morgan, S&P LCD Note' Spreads reiatfve to S-month LIBOR. 


5.1.10 Annua! CLO Issuance 



The Shared National Credits (SNC) Review 
for 2013 indi(:aie.s that while credit, quality of 
syndicated loans remains broadly usichanged 
from the previous year’s review, a focused 
review of leveraged loans i'ound material 
widespread weaknesses in underwriting 
practices, including excessive leverage, inability 
to amortize debt over a reasonable period, and 
lack of meantiigrui finaticial covenatu.s. The 
review included an evaluation of underwriting 
.standards on SNCs that were originated in 
2012, and examiners noted an increased 
frequency of weak underwriting, Thi,s trend 
lieightened tlie agencies’ concern, and agencies 
reiterated that they expect (inancial institutions 
to properly cvaiiuile and monitor underwritten 
risk in leveraged loans, and ensure borrowers 
have siKstainabic capital .structures, consistent 
with the updated leveraged lending ,stipervi,so.ry 
guidance issued in March 2013. 


Source: S&P LCD 
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!n its 2013 annual report, the Council pointed to a "rapid-rise 
in longer-term yields as a potential vulnerability. Since last . 
year’s report, longer-term yields increased substantially,, 
with the sharpest increase occurring bt^tween May 2, 

2013 and September 5, 2013 when the 10-year Treasury, 
yield rose from 1,69 percent to 3.13 percent. This sharp - 
increase in yield corresponded to a loss of 13.41 percent 
on the value of 10-year Treasury holdings. The selloffwas -. 
reportedly triggered by investors’ reassessment of the' 
future path of asset purchases by the Federal Reserve. 

Market liquidity in Treasury markets declined during the ■ 
selloff, Bid-ask spreads, which measure the cost of buyirig 
and selling assets, widened (Chart C.1), The price Impact, 
which measures how much prices move in response to 
selling pressure, increased (Chart C.2). Market depth, 
which measures how much buying and selling can be 
supported at a given moment, declined (Chart C.3). These 
effects were not limited to Treasury markets, but rather they 
reverberated to major fixed income markets. 

At the time of the seiloff, some buy-side market participants 
and the press specuiated whether companies’ preparation 
for enhanced regulatory capital requirements may 
have magnified the severity of the selioff by reducing, 
broker-dealers' willingness to provide market liquidity., . 
Broker-dealers Intermediate between buyers and sellers,, 
putting capital at risk. The lass broker-dealers choose to 
intermediate supply and demand imbalances, the lower 
market liquidity is likely to be, To gauge broker-dealer 
market-making broadly, Chart C.4 shows 10-week 
changes in broker-dealers’ gross positions in fixed- 
income securities. The biggest decline in long positions 
in 2013 occurred between May and July (the diamonds . 
labeled 2013 to the extreme left of the lower-left quadrant), 
suggesting that broker-dealers reduced their market- 
making activities during the selloff. Other instances in which 
there were large changes in both iong and short positions 
are limited to the height of the financial crisis in 2008, the 
bond market selloff of 1994, and the financial market turmoil 
of 1998, 


j C.1 Bid-Ask Spreads on U.S. Treasury Notes 



Jan:t3 Marl3 

Source; Unattributed 
BroiterTec data, 
FRBNY calcutatiOTS 


May:13 Jul:13 Sep:13 ,nJov: 13 Jan:14 
N,M«-'rhB chart plots Sl.ftivmflv-irig B'/arjgt, b^i-ask srroatW 'orttw . 
mojiteceniVBisue'Ja-.b-, aik) lO-ysar V S Treajixy noise- T!w . 
spfeaa » caKulalsd by suOf'scOng ihg oest OU price jroni the boet ask 
price m llw Umil otOer Sank and Ihen averaping ever the trading day. 
They are caKulaetllrom January?, M13 Id OoeombaiSV HC13. 


C.2 Price Impact of Trades Increases during the Selloff 
KBSsekai^intpefattorroioss AS Of: 31-Dec-2013 aandsoiBneWparBUibiioiusj 
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C.3 Quoted Treasury Market Depth 


Minions of US$ AsOf:31-D«c-20l3 , Millions of US$ 
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A look at risk measures of broker-deal^ helps to better 
understand why broker-dealers pared positions during • 
the seltoff. 

Broker-dealer leverage declined markedly during the recent 
financial crisis, suggesting that broker-dealer risk-taking has 
moderated since the crisis {Chart C.5). Another indicator 
of risk-taking is value-at-risk (VaR), which is a forecast of the 
worst loss at the 99 percent confidence interval for a daily 
horizon. The sum of firm-wide daily VaR across eight large. 
U.S, broker-dealers has trended down since the financial 
crisis. The decline in broker-dealer VaR reflects the decline 
in market volatility since the financial crisis as well as the . 
smialier balance sheet capacity of broker-dealers. 



The data presented in Chart C.6 suggests that complies' 
preparation for enhanced regulatory capital requirements, . 
was not a major contributing factor in broker-deala's’ 
willingness to provide market liquidity, in fact, broker-dealer 
vsubsidiaries of BHCs with less regulatory capita! before , , 
the seifoff reduced their net positions less than other 
broker-dealers during the selloff, suggesting that capital 
constraints at the consolidated BHC were not a meaningftjl 
exacerbating factor, In particular, U.S. broker-dealers with 
a iilgher VaR gap (which measures the difference between 
a broker-dealer’s VaR and its VaR limit), and U.S. broker- 
dealer subsidiaries of BHCs with higher Tier 1 capital ratios. 
Tier 1 leverage ratios, and Basel III common equity Tier 1 
ratio buffers (which measures the difference between a 
BHCs reported ratio and its proposed ratio requirement) 
before the selloff tended to reduce their net positions more 
during the selioff. That is. broker-dealer subsidiaries of ; . 
BHCs with higher capital levels actually sold off more. This 
relationship suggests that broker-dealer behavior during the 
selloff was driven more by differences in risk appetite th^ , 
by enhanced regulatory requirements. 

The evidence also suggests that broker-dealers managed 
their balance sheets more conservatively at a time when . 
investors were repricing interest rate risk rapidly, triggered 
by changes in expectations about the future path of the 
Federal Reserve’s asset purchase program. Broker- 
dealers’ withdrawal of liquidity may have amplified the sharp 
rise in rates and volatility. 


C.5 Broker-Dealers' VaR and NetLeverage 



C.6 Capital Constrained Broker-Deafei^ Are Associated with 
Less Selling 

Correlation btitwsm Chonga In Net Pogition* a nii C ortstralnt Prior to the S slloff 
Maasoraotaroker-Oe^Conse-wntpriortoltifl SaHoIl: 

• VaRGap(M3y1,30l3)' ■ 

' • easeiniC(smmonEqu<lyT«f 1 FtatloSufplus(M8fCh3t:8()13) .. -esy, ■ 

' • OiTi8fiCa(>italRaUo<Mafch3i,a6l3) . .. .... ; -7<t% . . 

• Q1 Tw 1 l.#w»fa9aRaiio(Marsh3J, SOiSl , , 


Noto: The table shows pajiwise cotrawtons between btoket-saaier 9 changes in net posiKons 
as, Treeaifyeecuotias. agency asbtseeuritiss. agency mortgage-bBCkea swuritlea and 
eofporjaesscufiSesiothe lO-weekfiatiod spanning iheMay-July run-up In yields and 
dealere' conarasnts shortfy before the selloff. To ceiculato the ratio requiremant fofHie Bass! 
W Cotwhon Equity Tier 1 Halo, we i-icfuoa me 4.6“^ minimum requifement : 2. 5T4 capiisl 
eonssfvSion buffW; and IheGItAalSystemcally Impcnani Bank [G-SiBsjadOilional io«s 
absofbwicy buckets proposad by ttiB fmancisi Stability Board in NDvambor 2012 

Source: Federal Reserve. FRBNY calculations 
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5.1 .2 Sovereign/Foreign Corporate Debt and 
Foreign Exchange 

y.S. Sovereign Debt 

The total arnotini of outstanding ll.S. 
sovereign debt held by the public (including 
Federal Reserve holdings, but not other inira- 
govern mental debt) rose to $12.6 trillion 
as of March 2014 (Chart 5.1.11). Long-term 
Trcasiiry yields rose starling in May 2013, in 
part in response to changing expectations 
regarding Federal Rc.scrve policy, Tiu* Federal 
Reserve announced a modest rediietion in the 
monthly pace of asset purchases at its meeting 
in December 2013, amid ati improving U.S. 
econontic backdrop and labor market. .As of the 
end of 2013, 10-year Treasury yields had risen 
138 basis points since May to 3.04 percent, the 
liighesi level .sincejuly 2011. 

Foreign holdings ol'Treasury .securities 
continued to grot.^', Year ovtm year endirig 
February 2014, they rose by $194 billion to .$5.0 
trillion. The largest investors — investor.s i'rorn 
China and Japati — collectively accounted for 
$2.5 trillion of Treasury securities, while other 
foreign accounts held $3.4 trillion. Since the 
end of 2012, the share, s and holdings of euro 
area and Japanese investors have risen, while 
the combined .share of other countries has 
fallen (Chart 5,1,12). 

Eiiropsan Sovereign Debt 
Cicu'man arid other' core euro area sovei'eign 
debt yields ro.se over the course oF2()13 as 
concerns about periphery country credit risk 
continued to abate and economic activity 
improved, At tlie end of March 2014, the yield 
on the German lO-year govcrnmeiu bond 
was 1.57 percent, compared to 1.29 percent 
a year earlier. Oilier core country yields ro.se 
by a similar magnitude. The comprc.s,sion of 
periphery .spreads began following a july 26, 
2012, speech in which ECB President Draghi 
signaled the creation of the Outright Monetary 
Transactions (OMT) program, which allows the 
ECB to make unlimited purchases of sovereign 
bonds conditional on policy reforms, and vowed 
lo “do wbaicver it tak.c.s“ to prevent die breakup 


5.1.11 PublicaHy Held Federal Debt Outstanding 

Trillions of US$ As Mar-2014 Trillions of US$ 
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5.1.12 Foreign Holders of U.S. Federal Debt 
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5.1.13 Euro Area 10-Year Yield Spreads to German Debt 

Percent AsO?;31-Mar-2014 Percent 



Note: Ireland did notissue 10-year debt 
Source: Bioonsberg, L.P. between 10/12/2011 and 3/14/2013, 


5.1.14 Emerging Market Bond Spreads 

Basis Points AsOf:31-Mar-2014 BasisPoints 
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5.1.1 5 EM Assets and U.S. Treasuries: Performance Since 
May 1,2013 

Change in Basis Points AsOf:31-Mar-20l‘! Index 



of the euro area. Tlie spreads on Spanish and 
Italian .tO-ycar government bonds to German 
equivalents were respeclivciy 6.39 and 5,35 basis 
points on the eve of the speech and by the end 
of March 2014, Spanish and Italian spreads to 
German bonds were 166 and 173 basis points, 
re,spectively (Chart 5.L13), The spreads of 
government bonds to German equivaients 
in Ireland and Portugal also narrowed 
siibslamially and these nations were able to 
re-enter debt markets. 

Ten-year sovereign yields in the United 
Kingdom rose over the course of the year, 
ending March 2014 at 2.74 percent., compared 
to 1.77 percent a year earlier. Yields were 
supported b)' the broader ri.se in advanced 
economy intcre.si rates as well as the economic 
recovery in the United Kingdom. 

Japanese Sovereign Debt 
In April 2013, the Bq[ implemented a policy 
known as Quantitative atnd Qualitative Easing. 
Under the policy, the BoJ is seeking to expand 
the monetary ba.se at an annual rate of about 
60 to 70 trillion yen, The policy seeks to achieve 
an inflation rale of tw<.) percent, in ai)oi.ir. two 
years. A.s part of the policy, the BoJ increased its 
purchases of g(,)vc:rnnient bonds, and extended 
the <luration of its purcha-ses. 

Emerging Market Debt 
Beginning in. May 2013, EM sovereign debt 
.spreads widened, versus Treasury yields, a.s 
measured by tlic Emerging Market Bond Index 
Plu.s (Chart 5.1.14). Inve.stor.s began to increase 
their level of concern regarding economic 
activity (see Section 4.4.2), credit conditioius, 
externa! {inanring needs and elevated inflation 
rates in .several EM.s. Economic and credit 
conditions in China in particularwerc a source 
of concern regarding E.VIs. Political vi.sk.s in 
several EMEs furtherwveighcd on market 
performance (Chart 5.1.15), 

Foreign portfolio inflows to EMEs. winch were 
v't'vy heavy since mid-2009 due in pan to carry- 
trade .strategies, declined sliarply in tlic second 
quarter of 2013, and had a signilicant impact on 
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EME yields (Chari 5.1.16). (.hoss r-apilai flows to 
EMF.s deeiined in ihe .secoiid and third quarter 
!.)iu remained positive with foreign direct 
iiive-stnieni flows coiuinning to comprise the 
largest componeni (Chart 5.1.17). 

EM iiinuicia! markets cante under RUicwed 
pre.s.surc in early 2014. Unlike during .stress 
episodes in 2013, changes in cxpecfalion.s of 
Federal Reserve policy did not. appear to play a 
leading role, a.s F.M as.sot pricc-s weakened cveit 
a,s long-term Treasury yields detliiicd. Instead, 
EM market vveaknes.s appeared to be driwn • 
by a serie.s orcountry-speeific developments in 
China, Turkey, .Argentina, Ukraine, and Russia. 
Deeiines appeared to be axnplihed by a more 
generali^ed reduction in global risk sentiment 
in the ai’iermatli of extcntlcd rallies in some 
risk a.ssct.s (sue.ii as U.S. equitit^s) and weaker 
data from tlic United States and China. 

In 2(.)E3, EM.,s issued a record amount of 
corporate debt and tlie outstanding amount 
reached its highe.st-cver share ofCDP (Charts 
5.1.18, 5.1.19). The issuance of U.S. cioilar- 
denominated (USD) corporate bond.s, at $422 
billion, wa-s almost four times that of the $.11.1 
billion issuance of sovereign bonds. This rise in 
issuance comes as EM.E.S represent an increasijig 
share in global economic activity. 

Asian firms were the most active issuers of 
internationa.1 debt .securities in recent years, 
followed by .Latin American linns. Asian 
corporates currently account for 40 percent 
of outstanding EM corporate bonds, with 
Cliincse firms doing mucli of the bon'i.)wiug, 
Brazilian firms account for the majority of Taiin 
American borrowing. 

Growth of the EME corporate bond market 
is generally seen as a po.siiive development 
retlecting the increasing global intcgraiioii of 
firms in EMs and an improvement in access 
fo funding. Portfolio divensifkaiion incentives 
and risk-return iirefercucos suggest an ongoing 


5.1.16 Cumulative Changes in 5-year Government Yields 



5.1.17 Gross Capital Flows to EMEs 

OHlions of USS As Of; 2013 03 Biiiions of US5 



Source: Haver Analytics 


5.1.18 EME Gross Global Bond Issuance 
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5.1.19 EME Corporate Debt Securities Outstanding 

Percent As Of: 2013 Q4 


Africa & Micidfe East 
Europe 

Latm America & Caribbean 
Asia & Pacific 
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Source: BIS, IMF Haver Analytics 


Note: Debt expressed as 
percentage of EME GDP. 


5.1.20 U.S. Dollar Trade Weighted Index 

index As Ot: Mar-2014 



Source: Federal Reserve, 
Haver Analytics 
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5.1.21 Currency Implied Volatility 

Percent As0f.3i-Mar-2014 
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demand for EM ii.'iset.s coimnensuraic with 
their economic and financial growth. These 
developmenis, however, tome with ri.sks: 

• Currency mismatch: The slock of EME 
corporate debE reveals that, doilar- 
denominated liabilities still constitute a 
substantial sliare of outstanding liabilities. 
The debt huiden of an EME corporate 
borrower that has foreign ctirrency 
liabilities but (tritnarily local currency 
dettotninaled revenues will rise in the event 
of depreciation in its local currency. 

• Market illiquidity; I.o\v trading vf)li.ime 
ill the secondary market and a lack of risk 
nianagcincrit products (i.e. corporate credit 
default svvaps {(.:D.S)) could amftlify the 
market reaction in the event of a selloff, 
leading to a .sharp hike in corporate lending 
rates. 


• Negative trans-mission linkages to banking 
sector and real economy: Heightened 
corporate default rates could generate los,ses 
for domestic bank.s — both in their loan 
book.s, if they are large lenders to heavily 
indebted corporates, and in their securities 
ltoldii.i.gs, if tiufy hold corporate debt. This 
could weaken bank asset quality and capital 
adequacy and constrain credit availability to 
live domestic econom)'. 

Foreign Exchange 

In 201 3. the USD appreciated modestly on a 
trade-weighted basis, appreciating tlie tiKisi 
against the Japanese yen and EM currencies 
(Chart 5.1.20). The Icvxd of option-implied 
volatility across major currency pains has 
remained near historic lows (Chart 5.1.21). 
Market participants cited improved IJ.S, 
economic data and the actual announcement 
of a deci'easc in the pace of a.s.sel purchases by 
the Federal Re.serve as supporting the dolian 
However, the LkSD depreciated against the euro, 
the British pound, and the Swiss franc, due to 
improving sentitnent toward these economies 
(Chart 5.1.22), 
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Tiic euro has appreciated 7.4 perccnl versus 
the dollar .since reaching year-to-date lows in 
July, and implied volatiiilv continues to trade 
near niuki-year lows. This was partly due to 
an improvement in economic data across 
the region, most notably (iDP, Purchasing 
Matiager.s Index, consumer conlidence, and to 
a relatively benign political backdrop. Ri.sing 
short-term interest ratc-s also contributed to the 
apftrecialion of the euro. 

Tlte Japanese yen’s recent performance ha,s 
been range-boutid, a.s most of the ctirrericy’s 
nearly 20 peicetu depreciation versus the dollar 
from late 2012 to early 2013 Itad coincided with 
aggi'trssive fiscal and nionctarv policy change.s. 
investors aLsti remain higlily focused on the 
outcome of japan’s otpgoing structural reform 
efforts, 


Year over year, ending March 2014, the British 
pound appreciaieHl against all ntajor currencies, 
including 9.4 percent versus the USD, on 
improved economic data and expectations that 
the Bank of'Etiglaud's (BoE) imemploy.niem 
thrc.shoki of 7 percent could be reached earlier 
than initially expected, and may result in a 
reduction of BoE accoinmodaiion. 

EM currenciCsS have come under pressure 
on investor concerns about the lojiger-ierm 
impact of less accommodative monetary policy 
by advanced economy central bank-s and le.s.s 
optirni-stic: growth oi.u.look.s for many EMEs 
(Chart 5.1,23). After the initial April 2013 
.scllofl, .some differentiation has occurred, 
thot.kgh d(;prec:iat:ion pressures remain for 
some EM currencies. After an initial sharp 
depreciation, prcs,sures on the Mexican peso 
and Indian rupee dhiiiruslted over the latter 
hall; of the year. Despite this trend. South 
Korea and China have seeji their ctirrencies 
appreciate from April 2013 to March 2014. 


5.1.22 U.S. Dollar Exchange Rates 

Index As O{:3l-Mar-2014 Index 



5.1.23 Change in Exchange Rates (April 2013-March 2014) 


Percent As Of: Mar-2014 Percent 



Haver AnaMiCS Morgan Broad Nominal Eftocsive Exchange Ikaie index. 
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D.1 Advanced Economy Base Money 


Even though the economic recovery has solidified over 
Lne pasi year, aciiviiy in most advanced economies 
still remains below potential, and inflationary pressures 
remain subdued, w'ith infiation well below central bank 
targets in some instances. In response, central banks 
in the advanced economies have continued to adjust . 
their policies to sustain their accomniodative support . , 
(Chart D.1). The BoJ substantially increased the'size 
of its asset purchase program, while the ECB further, , 
cut its main policy rate, and both the ECB and the BoE 
introduced forms of forward guidance {Chart D.2). 
Although the economic recovery in the United Stetes . 
led the Federal Reserve to begin to reduce the pace of 
its asset purchases, it has reinforced its guidance that. , 
monetary policy wilt remain accommodative for some 
time, 


TrBlions of Loc^ Currency As Of: Mar-2014 Trillions ot Locai Currency 


Euro Area 
(left axis) 


Source: Sank of Japan, Federal Reserve, European Central Bank 


D.2 Central Bank Assets 


The BoJ has continued to pursue achieving and 
maintaining a 2 percent inflation rate. Targeting a range 
of increase in the monetary base of Veo to V70 triliion . 
annually by purchasing JGBs and also some riskier assets 
such as exchange-traded funds (ETFs) and Japanese 
REITs, the BoJ’s assets have grown rapidly. The yen 
depreciated substantially in late 2012 through eariy 2013, 
and Japanese sovereign yields remain at very low levels 
even as sovereign rates in other advanced economies 
have risen. So far, the shift in poiicy seems to be 
successful in helping to stimulate the Japanese economy 
and raising both inflation and inflation expectations, 
though year-over-year inflation remains below the BoJ’s 2 
percent target. 
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At Its August policy meeting, the BoE introduced new , 
forward guidance to provide greater clarity and to “keep 
market participants from revising up excessively" their 
expectations of future monetary policy. The BoE's 
Monetary Policy Committee (MFC) announced that it 
intended to keep the policy rate at its current iev^ of ; . 
0,5 percent and the stock of assets purchased at £375 
billion at least until the unemployment rate has fallen to 
7 percent, noting that it expected this to occur around 
mid-2016. The MPC stipulated that its guidance would 
cease to hold if it expected inflation to rise more than 
0,5 percent above its target, or if it thought that inflation 


.expectations had become unanchored or its policies 
posed a significant threat to financial stability; Following i 
a much more rapid drop in the unemployment rate than 
was anticipated at the time that its forward guidance was 
adopted, the BoE recently revised its guidance, tying 
lift-off of its policy rate not just to the unemployinent rate 
but to the MFC's overall assessment of spare capacity in 
the U.K; economy. In another effort to stimulate growth, . 
the BoE and U.K. Treasury extended the length and 
terms of their Funding for Lending Scheme, which was 
designed to encourage lending to households and small- 
and medium-sized enterprises; however, in November, in 
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light of a pickup in the housing market,- the terms of this-; 
extension were changed to remove sup^rt for tending to 
households while continuing to support lending to small- - 
and medium-sized enterprises. 

The ECB continued to offer three-month funds through' fte 
longer-term refinancing operations; however, as financial 
conditions improved in the euro area, many banks began 
to repay funds borrowed from earlier, three-year, ECB 
ioan operations, and overnight interest rates began to drift 
up somewhat. In light of a still-fragile economic recovery 
and declining inflation, the ECB sought to provide further 
monetary stimulus, using both conventional monetary 
policy and forward guidance. The ECB cut its benchmark 
policy rate by 25 basis points in both May and November, 
lowering the rate from 75 to 25 basis points. At its Juiy 
meeting, the Governing Council of the ECB issued 
forward guidance by announcing that it “expects the key, 
ECB interest rates to remain at present or lower levels for. 
an extended period of time.", 

in the United States, the Federal Open Market Committee 
(FOMC) maintained the pace of large-scale asset 
purchases through last year, continuing to add to itS: 
holdings of agency MBS and longer-term Treasury 
securities at a pace of $40 billion and $45 billion per 
month, respectively, At its December 2013 meeting, as the 
outlook for labor market conditions continued to gradually 
improve, the FOMC announced that, starting in January, 
it would modestly reduce the pace of its purchases of 
agency MBS and longer-term Treasury sSecurlties to $35 
billion and $40 billion per month, respectively. At the 
same time, the FOMC reinforced Its forward guidance on 
the path of the federal funds rate, indicating that it would 
consider not only the unemployment rate but also other 
indicators— including additional measures of labor market 
conditions, indicators of inflation pressures and inflation -- 
expectations, and readings on financial developments— in 
determining how long to maintain a highly accommodative 
stance of monetary policy. Based on these factors, the , , 
FOMC anticipated that it would likely be appropriate to, 
maintain the current federal funds rate target well past . 
the time that the unemployment rate declined to below ■ 
6-5 percent, especially if projected inflation continued to 


run below thd FOMC'si2 percent longer-run goal. Wrtn 
incoming infonriatioh broadly supporting the FOMC s 
. expectation of ongoing improven'iont in labor marKet 
conditions and ihflafion moving back toward its longer- 
run objective, the FOMC announced further modest 
reductions in the pace of asset purchases at its uanuarv 
and March of 2014 rheetings, bringing the pace of 
purchases to $25 billion per month for agency MBS and 
S30 billion per morith for longer-term Treasury securities. 

The relatively modest EM currency market reaction 
to the FOMC's December 2013 and January 2014 
announcem^ts could be attributed to the fact that 
expectations for a reduction in the pac^e of purchases 
were already priced into the market, indeed, there . . 
had been . more market turmoil in May and June of last . ., 
year, when speculation that the FOMC would begin to 
reduce the pace of its asset purchases first intensified I .j 
(Chart D.3). Long-term interest. rates in the United States, 
and other foreign economies increased substantially at 
that time. Interest' rates in some EMEs increased, however, 
the dollar appreciated against most other cufrericiss. ... 
Some EME central banks also intervened to support 
their currencies. However, these responses were. not ., 
uniform; central banks in some of the EMEs with stronger 
fundamentals, including Mexico and South Korea, had . 
enough leeway to cut their policy rates as economic 
growth moderated. 


D.3 Market Volatility 

Index As0f:31-Mar-2014 Percent 



Source: Btoomberg, LPi 
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5.1.24 

Selected Equities Indices 

As Of: 31-Mar-2014 
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5.1.25 S&P 500 Key Ratios 

Percent AsOf:31-Mar-2014 Percent 



Source; Bloomberg, L.P, 


5.1.26 Returns in Seiected Equities Indices 
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5.1 .3 Equities and Commodities 
Equities 

All major equity indices in advanced 
economies exhibited significani gains iii 
2013 (Chart 5.1.24). Tlte rise in developed 
market equities wa-s bolstered by an improved 
global growth outlook, low interest rates, and 
accommodative monetary policy (see Box D). 

In the United .States, the price performance of 
equity indicc.s continued to he positive, with a 
gain of over 20 percent for the SSeV ,500 Index 
since April 2013. Corporate equity valuations 
increased notably, .as the pricc-to-earnings 
ratio for the S&rP 500 rose over the course 
of the year (Chart 5.1.25). These increased 
valuations reflecied corporate earnings growth 
that started to .shift from cost savings to a rise 
in sale.s and revenue. In the ettro area, llu: 

Euro Stoxx Index rose by approximately 22 
percent .since April 2013 (Chart 5.1.26), In the 
United Kingdom, the ETSF. 250 index rose by ,3 
percent., Finally, Japanese equity markets rose 
by 22 percent. 

In contrast, EM equities declined significantly 
over the past year. The declines were ted by 
Brazil and Russia, which fell by 10 percent 
and 15 fierccm, respectively, and were 
rollected more broadly in the MSCI Emerging 
Markets Index, which was down 4 percent. 
Untlerperlbrrnance in F..Ms reflected concerns 
regarding economic activity, credit conditions, 
and exchange rate risk. Chinese equity markers 
alsti weakened du(; to economic gr<bwth 
concerns a.s the Shanghai and Hang Seng 
indices fell 9 anti I ]jerccnt, respectively. In 
Russia, equity markets fell sharply at the start of 
March 2014 in response to tension,s around the 
purporie<l annexation of Crimea fVom Ukraine, 
political instability and violence in Eastern 
Ukraine, and potential reiiercussions from U.S, 
and EU sanctions. 

U.S. equity market implied volatility, as 
measured by the Chicago Board Options 
Exchange Volatility Index (VIX), averaged 
roughly 14 percent in 2013. This marks a return 
of the VIX not only to pre-crisis levels, hut also 
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lovvani Uic lowest levels of the past 20 years 
(Chart 5.1.27), Implied and realized volatility 
ihteriuiied sioiiificaiiiiy duriiig the year, with the 
VIX ranging between 12 and 21 percent. The 
Iluetiiadons were most acme in early May when 
di.scussinn of tapering by ihc Federal Reserve 
increased, around U.b. (iscai negotiations in 
October 201'), and again in January 2014 when 
EM as.scl price volatility rose amid increasing 
global growth concerns. 

Commcclitii-is 

Oil prices varied tvithin a narrow band and 
experienced less volatility than in prior years 
as sharp U.S. dotncstic supply growth olTsel 
sanctioned Iranian exports, reductions in 
Libyan supptv, and shocks to the geopolitical 
risk jnetnitini due to die eonOict in Syria. 

Con, sequent])', average retail unleaded gasoline 
prices in the United States experienced more 
muted seasonal j.)rice spikes in compari.son with 
prior years. The diflerencc between West Texas 
Intermediate, the principal U.S. oil benchmark, 
and .Brent, the inicrnacional benchmark, 
narrtwed iti 2013 tlie spread bt, ‘tween 

the two persists with a backdrop of further 
projected gains in domestic energy production. 

Growth of natural gas production in tlie United 
States has slowed as producers have shut down 
projects or shifted their focus to oil and other 
more high value licjuid,s amid the low U.S. 
natural ga.s prices of the last few years. However, 
a si.trge in demand due rt) unusually cold 
weather led to a spike in natural gas prices in 
early 2014. 


Industrial ineiai prices that, are heavily 
hifluencxnl by den.iand frtim Asia remain 
de];)ressed relative to 2011 peaks as market 
participants coalesce around lower growth 
expectations for Asia and the emerging world 
more broadly {Chart 5.1.28). 


5.1.27 Market Volatility 
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5.1.28 Commodities 



Source: Energy Information 
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5.1.29 National Repeat Sales Home Price Indices 

index As O?: Feb-2014 Index 



Source: GoreLogic, FHFA, 

Havei' .Analytics Note: Gray bars signify NBER recessions. 


5.1.30 Monthly Originations by Purchase and Refinance 

Billions of USS As Of . Dec-2013 Percent 



Source' GoreLogic, FHLMC 

1) 1 •! F'SCC // Annual Report 


5.1.4 Reai Estate Markets 

Housing Market Overview 
Housing pricf'.s in 2()1.'5 consinued to recover, 
though the pace of recovery slowed in the 
second half of l.lte year as mortgage rate.s 
rose following incrca.scd uncertainty and 
anticipation around tJie liming ofFedcra! 
Rescrv'c tapering. Home price.s in January 
2014 were up 7.4 pcrcefU over one year earlier 
according to the Fl IFA',s repeat sales home 
price index (Chart 5.1.29), which reHects sales 
of single-family detached liomcs purcha,sed 
with conforming loans. From March tlirough 
October 2Dl.‘1. .sca.sonally adjusted mnnihiy 
cxi.sting home sale.s remained the highest 
since 2007 with the exception ofNovember 
2(K)9. New single-family home ,sale.s continued 
to slowly recover, rising 4.5 percent over one 
year earlier in December 2013, still well below 
historicai nonns, as both sales and supply of 
new homes remained muted. IIou.sing starts 
followed a similar pattern, rising 4.2 percent 
over one year earlier in December 201 3 to a 
seasonally adjusted annual rate of 1.0 million 
units, .still well below the historical average rate 
of 1.5 million unit.s, Macroeconomic factors 
.such a-s unemployment contribute to the low 
d<;mand for tujw housing units, as do low rate.s 
of household formation that have averaged 
around half historical levels .since 2006. 

Refinancing, wliicih made up over t:hree-rrfths of 
the dollar vxihuiie of mortgage originations in 
2013, fell coasidcrably during the course of the 
year {Chart 5.1.30). While mortgage purchase 
originations recovered slowly, climbing to a 
iwo-yoarhigh ofS30.9 billion in July, refinance 
originations fell in each month of 2013 from a 
high of $67.4 billion to ,$12,2 billion by year end. 
Overall, total originations fell in each month 
except May and purchases have outpaced 
refinancing originations since October 01201,3. 

The pcrfonnance ofontstanding loans 
itnproved significatuiy since 2012. Delinquent 
loans declined from 3.1 million in December 
2012 to 2.7 million in December 2013, partly 
due to reduced rates of negative equiiy and 
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iiiiprovcf! nuicRKiroivoink: coiulhioiis. i\s a 
result of price increases, coinpletcd foreclosures 
on unchn water loans. loan modifications, and 
the amorlizalion of older loans, the fraction 
of mortgages with negative equity declined 
markedly from 21 ,6 percent at the end of 2012 
to I3,‘? percent in the fourth ejuarter 2013, 
with the total value of negative equity failing 
from JS628 billion to $398 billion during the 
same period (Chart 5.1.31), The backlog of 
tnongages its forcclo.sure Ita.s also showed signs 
of iuiprovetnen! (Chart. 5.1.32). The share of 
loans ts-ilh payments more than 90 days past due 
dropped Irom 3 percent to 2.6 percemi between 
Decetnber 2012 and December 2013 and the 
shave of all loans that were delinquent fell from 
7.5 to 6,7 percent. Over the same period, the 
share of mortgages in foreclossure dropped from 
3.7 percent to 2,9 percent. 

Current credit .standards renuun jnore 
conservative than jjrior to the financial crisis. 
The average F.ICO score of individuals receiving 
pi.u'c}.iase .mortgages from Fanni.e Mae tu»d 
Freddie Mac reached a two-decad<? high of 766 
in June 2013. .Borrowers with credit scores of 
760 and above make ui> tin iticreasing volume of 
al! purcliase mot'igages. Tlie portion of first lien 
purchase mortgages that went to borrowers tvitli 
credit scores in this range rose from 47 percent 
in December 2012 to 53 percent one year later 
(Chart 5.1.33), However, there is evidence 
of credit, loosening in refinancing, with the 
jjortion of refinance mortgage volume going to 
borrowers with credit scores of 760 and above 
falli.ng from 57 percent to 45 percent over th<? 
same period, With refinances making up the 
bulk of mortgage.s for 20.13, the percentage of 
banks reporting looser standards in ilic Sl.OOS 
exceeded the percentage reporting lighter 
standard,? by 4.6 to 8,7 percent thronghout the 
year. While FHiv\ and the (kSEs have made 
progress in developing a new representations 
and warranties framework, lenders reportediy 
continue to employ tighter siatidard-s above 
niininuun tiSE cretlil .siarulartls, reiiecting the 
percepiio!! of increased pui-back risk associated 
with lower-credit-quaHty and itigiu-r loan-to- 
value ratio loans. 


5.1.31 Mortgages with Negative Equity 


As Of; 2013 04 



Source; CoreLogic 


5.1.32 Mortgage Delinquency and Foreclosure 

Percent As Of: 2013 Q4 Percent 



Source: Mortgage Bankers Association, 

Haver Anaiyiics Note: Percent of att mortgages. 
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5.1.34 Servicing Growth: Banks vs. Nonbanks 

Trillions of US$ As Of: 2013 Q4 Triilions of US$ 



2012 04 2013 Q1 2013 Q2 2013 Q3 2013 04 

Source: Inside Mortgage Finance 


5.1.35 Mortgage Originations by Program 

Percent As Of 2013 03 Pen»nt 



2002 2004 2006 2008 2010 2012 

Source: Inside Mortgage Finance 

OC // Aiwiia! Rffiort 


Over the next lew years, the bulk uf home 
equity line oferediL (TIEI.OC) originations, 
which were made iti increasing voUtnics leading 
up to the crisis, are approaching the end of 
their draw periods, meaning that liomeowners 
face the beginning oi' repayment of the 
principal borrowed and in some cases baiioon 
payments of their entire principal balances. 

In 2014, rouglily $2.^ billion in cmlstanding 
ilEI.OC balances are exyiecicd to reach the 
end of their inleresf-only periods. Another 
cstiinaied .$41 billion will reach the end of llicir 
draw period in 2013, followed by $49 billion in 
2016 and S-34 billion in 2017, 

Investor activity in home purchases increased in 
2013, parlicularlv in regions tliat experienced 
significant liotne price increases over this same 
period. Investors purchased homes for rental. 
They also participated in (his tnarket via equity 
RF.ITs, In addition, the first rental property 
securitization bond wa.s issued in late 2013 with 
the potential for more issuance in the :future. 

U.S. commercial banks and thrifts continued to 
transfer MSRs throughout 2013 (Chart 5.1.34), 
By the end of the year, banks held $3.4 trill ion 
in unpaid balance, down .$758 billion from 
2012 as many banks sought to reduce holdings 
subject to enhanced capital retjuirements that 
begin to go into effect in 2014, In contrast, 
nonbank holdings increased by $806 billion to 
S1.7 trillion. 

At their peak in 2006, prior to the financial 
crisi.s, private portfolios and securitization 
comprised nearly 70 percent of mortgage 
originations. With the collapse of the MBS 
markei and the onset of tlie financial crisis, 
private capital dried up in mortgage markets, 
leaving govcrnmeni and agency guarantees to 
back over 90 percent of originations in 2009 
(Chart 5.1.35), With the housing recovery, a 
limited amount of private rapiia! has taken 
on credit risk, primarily in jumbo loans for 
very high-credi(-quality borrowers. However, 
private capita! still has less than a ilrird of 
the market share it had at its pre-crisis peak. 
Today, the share ofail originations through 


0 1 1 
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f.iu' Federal Housing Adn)inisitalio!i (FHA), 
ihe IJ.S. Deparimcru of Veterans Affairs, and 
GSEs stands ai 81 percem. There is evidence 
that risk-bearing private capital is reentering 
the market primarily via portfolio lending 
and whole loans rather than securitization, in 
part due to barriers to investor reviews of the 
underwriting of securitized loans that persist. 
Altliough private securitization voininc doubled 
in 2015, ii still remains k‘.s,s than ttnc percent of 
all originations. 

The GSEs coinpleied nearly 4.1 ntiilion 
refinancings in 2013 ilirough December, with 
the Home Affordable Refinance Program 
repre-senting 22 percent of tliis amount. In 
addition, the FHA Siroarnlinc Refinance 
program completed nearly .312 thousand 
reiiuancings, With tlie u|.>t.ick in interest rates 
and depletion of refiitance-eligiblc hoTne.s, the 
<,kSEs’ refinance volume decreased iti the fourth 
quarter of 2013 by 63 percent over the fovinh 
quarter of 2012. 

Government Sponsored Entities 
Through the third quarter of 2013, the 
GSEs accounted for approximately 76 
percent of MBS issuances, witli practically 
all remaining i.ssuances coming from Ginnie 
Mae {Chart 5.1.36), As market conditions 
recovered, the financial health of Fannie Mac 
and Freddie Mac also improved. Fannie Mae 
and Freddie Mac posted net itu'omes of $84.0 
billion and $48,7 billion, respectively in 2013 
{Chart 5.1.37), While the health of ihe.sc 
enterprises has improved, their recent profits 
are not expected to be indicators of .steady 
futnie profits, particularly becaiise mo.si of the. 
2013 income came from one-time source.s such 
a.s the release of loan loss reserves. 

In 2013, under FHFA guidance, the GSE.s 
completed three iransaction.s which were 
aimed at minimizing taxpayer risk by sharing 
credit risk with private inve.sfor.s who pre-fund 
coliaiera! at the time of transactions. These 
transactions accon tiled for the bulk of the 
GSE-s' credit risk-sharing transactions associated 


5.1.36 Issuance of RMBS 



2000 2002 2004 2006 2008 2010 2012 


Source. Ittomson fleufers, Deatogic, 
Fannie Mac, Freddie Mac, SiFMA 


5.1.37 GSE Net Income 



2006 2007 2008 2009 20i0 2011 2012 2013 


rinanclai Dcvuioornei 


Source: SNL Rnaticial 
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5.1.30 Commercial Property Price Indices 


As Of . Jan-2014 



Source: Reai Capital Analytics. 
Moody's Investors Service 


Note: Mar-2008=100. 


5.1.39 CMBS New issuance 



2001 2003 2005 2007 .2009 2011 2013 

Source: Commercial Mortgage Alert 


with $75 billion in mortgviges that wert' 
completed in 2013. The remaining iransactions 
were based on insurance .siruciurcs. 

Commercial Real Estate 
Commercial real estate (CRE) markets 
conunned to improve in 2013. Price indices ro.se 
in CRE markets (Chart .5.1.38), though price 
appreciation ibr retail properties continued 
to lag the rest of the sector. Delinquency rates 
on CRE loans at banks continued to improve, 
falling from -112 percent in the fourlls c|uaricr 
of 2012 to 2.40 percent in the fourth quarter of 
201.3. 

Commercial REITs issued almost $27 billion in 
unsecured notes in 2013, higher than any year 
in the preceding decade, Private commercial 
mortgage-backed sccuritic.s (CMBS) issuance 
rose in 2013 lo $81.6 billion, a level in line 
with years prior to 2005 (Chart 5.1.39). Market 
participants expect issuance to slow due to 
the rising rate environment., Meanwhile, the 
reduction in CRE delinquencies at banks is 
rellecied in CMBS as well: the I'rattioii of CMBS 
loan balances in Fitch-rated deals that ■were GO 
or more day.s delinquent or in :foreclosure fell 
from 7.99 percent in December 201.2 to 5,98 
percent in December 2013, This improvement is 
also reflected in .slightly lower CMBS senior debt 
spreads (Chart 5.1.40), However, rehnattcing 
risks for these CMBS could be .significant if 
ca.sh flows from the properties do not increase 
enough to .support higher rates in the future. 


5.1.40 CMBS Senior Debt Spreads 


Basis Points AsOt:27-Maf-2014 Basis Points 



1) i -I FSOC // AiiHiml Keport 
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5.2 Wholesale Funding Markets 

Short-term wholesale funding markers provide 
hnaiicial inr.eniiediaries with f unds, on a 
secured or nnseettred basis, that supplement 
other funding sources snch as retail deposits 
and long-term debt. Major short-term whole.sa!e 
funding types include federal funds, CP. repos, 
certiliraies ofdeposit ((d)s) and large lime 
de[)os!ts- Fittantial inslilulions have varying 
reliance on slsort-term ^vhoiesaie fumiing- 
U.S. bratiches of foreign banks and broker- 
dealers lettcl to rely more on shon-ienn 
wliolesaic fntiding than domestic banks, which 
have access to U.S. retail deposit.s. Sources of 
,short-tcnn wholesale funding include cash 
on balattce sheets of nonfmancial companies, 
MMKs, reinvestments of cash collateral obtained 
from .securities lending activities, and cash held 
by nuilual funds, pension fitnds, and sovereign 
wealth funds. Domestic banking (Inns' reliance 
on ,short-t.erm wholesale funding measured as 
a share of retail deposit.s has decreased since 
the financial crisis, The decreased reliance on 
wholesale I'unding primarily reflec.ts growth in 
retail deposits fChart 5.2.1), 

5.2,1 Commercial Paper, Asset*Backed 
Commercial Paper, and Large Time Deposits 
CP out.standing of $952 billiott in December 
2013 was essentially unchanged from a year ago 
(Chart 5.2.2), Asset-hacked cotnmercial paper 
(A.RCP) outstanding continued to decline over 
2013. extending a trend since the financial 
crisis. As of December 201.3, ABCP accounted 
for 28 percent of total CP outstanding, while 
funmcial CP and non-financia! corporate CP 
accounted for 52 a.n.d 20 percent, respectively. 

Overall, domestic CP outstanding (excluding 
ABCP and including both nuancial and non- 
financia! CP), was generally stable over 2013 
(Chart 5.2.3), Domestic linancial (.11’ issuance 
declined to ali-time low levels, which market 
participants largely attributed to a reduction in 
demand for sliori-lerm funding from domestic- 
banks, as noted above. In contrast, domestic 
non-financial CP onisianding modestly 


5.2.1 Composition of Bank Short-Term Funding 



2003 2005 2007 2009 2011 2013 

Source: FDtC. Federal Reserve, 

Haver Analytics 


5.2,2 Commercial Paper Outstanding 


Tnllions of US$ As Of: Mar-201 4 Trillions of US$ 



2005 2006 2007 2000 2009 2010 2011 201.2 2013 2014 
Source: Federal Reserve. 

Haver Analytics 


5.2.3 Commercial Paper Outstanding 


Billions 0? JSS As Of: 26-Mar 201 A 3 nC'S of US$ 



Jan:12 Jun:12 Nov-.T2 Apr:13 Sep:13 Feb:14 


Note: Does rto! incititie ABCP, Domestic 
irwiudssGf issuM in the U.S by 
entities with foreign parents. 


Financial Deveiopms 


Source: Federal Reserve 
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increased, consi-siciu with increased overall 
corporate funding needs. 

Foreign CP outstanding increased by 
approximately 30 percent year-over-ycar in 
2013, driven by increased issuance by euro area 
financial iti.stiiiuions. Tbis has generally been 
atlribuied to improving investor sentiinent 
with regard to Europe and low U.S, money 
market rates pr<.>m]j!ing some “search foi’ 
yield” behavior. Consistent with these trends, 
U.S. prime MMFs increased the ainoimi and 
extended the average tenor of (heir unsecured 
euro area exposure.s (Chart 5.2.4). However, 
prime MMFs continue to have small direct 
exposure to periplicral euro area institutions. 

U.S. commercial bank large time deposits, 
which include wholesale CDs, modestly 
increased itt 2013 to reaclt .11.6 trillion. Similar 
to dynamics in the C? market;, growth wa,s 
led by deposits at foreign, institutions, which 
increased 14.2 percent. Large time deposits 
at domestically chartered banks declined 4,1 
percent. 

Corisi.stcnt with relatively benign conditions in 
offshore USD fttnding markets, the preinium 
for borrowing USD via FX swap markets 
remained .small (Chart .5. 2. 5). Moreover, the 
premium for borrowing USD against euros 
in the three-month tenor wa.s negative in late 
2013. This indicates the existence of a premium 
for borrowing euros, which happened for the 
first time since early 2008, reflecting eased 
condition.s in d<.j]lar funding marker..s and 
tighter conditions in euro money .markets, 

5.2.2 Repo Markets 
A repo i.s the sale of securities i'o.rca.sh with 
an agreement to buy back the sccuriiie.s at a 
specified date and price. Thi.s arrangement 
resembles a secured loan with securitic.s a.s 
collateral. Securities broker-dealers play a 
.significant role in repo markers. There are 
three repo market .segments: the iri-pariy 
market, in which broker-dealers primarily 
obtain funding from ca.sh inve.siors and iransaci 
utilizing the collateral management and 
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st'tUcmeru services oftlie two iri-party repo 
clearing hanks { JFMorgan Chase and Rank of 
New York Mellon); GCF repo, which is centrally 
clearec! by FlCC over the tri-party platform; 
and bilateral repo, in which transactions are 
executed without the services of the two tri- 
pariv clearing banks. 

Repos outstanding decrca.sed in 2013, as 
measured botli in the tri-parly repo statistics 
and in the Federal Reserve Bank of Ncw\<»rk 
(FRBNY) primary dealer survey {Chart 5.2.6). 
The decrease was particularly pronounced for 
agency MBS and, to a Ics.ser extent, Treasury 
securities. Many institutions reduced tlieir 
reliaiicc on wholesale funding more generally, 
both repos and other forms of wholesale 
funding, iti response to an influx of retail 
deposits. Market observers also have cited 
other factors in reference to the dcclitte 
in repo activity, such as the purcltases of 
Treasury securities and agency MBS by the 
Federal Reserve, as pan of its large-scale asset 
purchases, as well as deleveraging by financial 
institutions in anticipation of enhanced capital 
regulations, notably the suppletneniary leverage 
ratio. The relative size of the primary dealer 
term rejjo market compared to the ovei riight 
repo market remained similar in 2013 versus 
the prior year (Chart 5.2.7). 


5.2.6 Value of flie Repo Market 


Triilionsof USS As Of: Mar-2014 TfilHons of USS 



5.2.7 Primary Dealer Repo Agreements 

Trillions of USS AsOf:26-Mar-2014 


Ovemight/Cortinuing Repo 
Agreements 
m Term Repo Agrc 
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The majority of tri-parly repo financing 
remains collateralized by assets that arc 
eligible for use in Federal Re,s‘crve open market 
operations, such as Treasury securities, agency 
debentures, and agency MBS. .-\s of December 
2013, these types of collateral accounted 
for 75 percent of all tri-party repo collateral 
(Chart 5.2.8). The remaining 25 percent 
of collateral used in tri-party repos includc-s 
corporate bonds, equities, agency and private 
label collateralized mortgage obligations, ABS, 
CP, other money market instruments, whole 
loans, and municipal bf.mds. Haircuts in the 
tri-party market have been stable in the last few 
years across all coliaierai dasse.s, suggesting an 
liiicbauged stance towards eolkucra! quality 
and potential price volatility. 


Source: FRBNY 


5.2.8 Collateral in Tri-Party Repo 



I us Treasuries exciudlrtg Strips 
jl Agency Debentures & Strips 
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I CMO Private Ubei 
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Note: Other a CDO, International, Money 
Source: FRBNY Market, Municipal Debt, and Whole Loans, 


FinaocisSi Davsloomen 
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5.2.9 Share of Securities Lending by Lender Type 

Perce.nlof LencJing AsOf;31-Jan-2014 Percent of Lending 



2008 2009 2010 2011 2012 2013 2014 

Note; Data is based on a survey of 
Source: Markit Group Limited agent based lenders. 


5.2.10 Value of Securities on Loan 

Trillions of USS As Of: 30^an-201 4 Traiions of US$ 



Note: Data is based on a survey of 
Source; Markit Group Limited agent based lenders 


5.2,11 Composition of Securities Lending by Security Type 


Percent of Lending As Of- 30-Jan-20i4 Percent of Lending 



While risks to t'nraiic i-.ii siabiiity renuiit! iti the 
tri-party repo market, over tlic past two yt-ars, 
the indtistry iias made .significanr progress iit 
impJemcniing the vi.siot! nl' the Tri-Party Repo 
Infrastructure Reform Ta.sk Force 
(see Section 3.1.1). 

5.2.3 Securities Lending 
Securities lending i,s a transaction involving 
the temporary transfer of a security Viy one 
party (the lender) to atiother (die borrower), 
in exchange for collateral in the form of either 
ca.sh or non-casli instriunent.s, [nstiluuon.s 
may want to borrow securities to facilitate 
short selling, for derivative hedges, to deliver a 
security to another party to settle a transaction, 
or to obtain a particular security to po.si as 
collateral in another transaction. The main 
)cndcr.s of sccuritic.s are i.nstitutional investors, 
such as pension plans, mutual funds, and 
insurance companies (Chart 5.2.9). The main 
borrowers are hedge funds, broker-dealers, 
derivatives traders, and market: maker.s. Most 
domestic securities lending is done aga{n.st cash 
collateral. Typically, the lender of a security 
pays an interest rate to the borrower for the 
cash collateral, Lenders seek to earn a higher 
return by investing the cash collateral in a MMF 
or other short-term investment fund which, 
in turn, may invest in GP, repos, and other 
short-term wholesale funding instruments as 
discussed above. 

The globai value of securities Ictuling 
transaction.s remained fairly .flat in 2013, at an 
average value of around 1^1.8 trillion, effectively 
unchanged from 2012, according to available 
estimates (Chart 5.2.10). The composition 
of assets being lent, both globally and in the 
United Siaie.s, remained con,sistent with 2012, 
with governmciH bond,s and equities continuing 
to comprise the vast, majority of securities 
lent in 201.H (Chart 5.2.11). Overall, market 
commentary suggests little change in lending 
terms throughout 2013, which i,s further 
supponerl by rc.suUs of .Senior Credit Officer 
Surveys on Dealer Financing Terms. 


! '( t'SOC // Annual Report 
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Rolls securiiics Icndiiig on a cash-co!]aieral 
basis and on a non-cash coUaicrai basis pose 
sosiie risks, fn securities Icniiing on a non- 
cash coliaicral basis, a parly nsually swaps, or 
tentporarily exchanges llseir lower quality asset.s, 
by posi.iiig tltcm as collaierai lor higher quality 
assets, such as Treasury securiiics. Tliis process 
i,s typically termed "coUcUeral iransi'onnation.” 
Ri.sks of collateral iransibniuUion are twofold: 
the value of the lower quality collateral could 
decline beyond the initial margin .such that 
additional collateral musi be posted to maintain 
adequate overcollateralization, which can force 
deleveraging if tlse borrower does not. have 
tlse addiliona! collateral needed; autl financial 
iustitniiorrs providing coUateral swaps might 
introduce atlditioual counterparty and liquidity 
risk exposure, 


5.2.12 Securities Lending Cash Reinvestment 


As is the case of non-cash coilatcral, loans 
of ,securitie.s against cash collateral also 
po,se risks. Before the <;ri.sis, cash collateral 
was often reinsesied in as, sets with longer 
weighted-average inai.nrities, causing -sig.nifirant 
maturity and credit, mismatches between their 
invested assets and their liabilities (casli) that, 
became problematic when collateral needed 
to be returned on a same-day ba.si.s. However, 
despite recent data .showing an increased 
share of lending on a ca.sh collateral ba.si.s, the 
weighted-average: maturity of cash reinvestment 
remains well below levels seen in the pre-crisis 
timeframe (Chart 5.2.12), which suggest.s that 
the invc-stmcnt strategy of the.se cash collateral 
reinvestment potrls remains conservative, at 
lea.st with respoer, to duration risk. 
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5.3.1 Aggregate BHC Pre-Tax income 
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5.3.2 Return on Average Assets for BHCs > $10B 

Percent As 01 2013 04 Percent 



Source: Y-9C 


5.3.3 Annualized Net Interest Margin 


As Of: 2013 04 



Source FRDNY QuarterlyTrends R^rt 


Note; For domestic BHCs 
and commercial banks. 


5.3 Bank Holding Companies and 
Depository Institutions 

5,3.1 Bank Holding Companies and Dodd- 
Frank Act Stress Tests 

Performance 

BHCs are companies with at least one 
commercial bank sui).sidiary. Stibsidiaries 
ofBIIC.s may also include nonbanks such as 
broker-dealers, inveslmenl companies, or 
insurance companies. As of the fourth quarter 
of 2018, there were 1 ,054 BITGs in the United 
Slates (excluding Puerto Rico) with greater 
than §500 million in asset,s, whose aggregate 
assets loialed .§18.0 triiiion. 

The dome.stic banking sector in 2018 continued 
to face a challenging inierc.st rale environment, 
enhanced rcguiatoiy requirements, and a 
sluggish, but slowly recovering, macroeconomic 
environment. Beginning in May 2018 and 
coniinning for tlte remainder of the year, 
shifting expectations about the timing of the 
Federal Rescrvc’.s reduction in asset purchasc.s 
resulted in higher Treasury yields that weighed 
on capital markets and mortgage banking 
revenues. Despite headwinds, earnings grew 
in the .sector in 2013. mostly as a result of 
expense control measures and lower loan- 
loss provisions as crefdit quaiily continued to 
improve. Aggregate pretax income for all BHGs 
increased 25 percent in 2018 to ,|199,I billion 
(Chart 5.3.1). Nevertheless, the return on assets 
across BHCs remained lower than the levels that 
prewtilfd in the 10 years before the crisis (Chart 
5.3.2). 


BHC net interest margins (NI.M) continned 
to decline through mosi of 2018, as they have 
for more than a decade, aUhentgh the rate of 
cojnpression decelerated (Chari 5.3.3). NIM 
compression wa.s driven by the run off of 
higher-yielding .securities amid relatively low 
reirwestment yields and incrca.scd competition 
across some loan categories. In addition, 
deposit costs remained near ihc zero-bound, 
limiting ihe extent to which BHCs could benofil 
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Iroiu lower fuiidiiig costs. Moreover, some large 
BIlCs took -Steps to iu(Tea.se holdings of lower- 
yielding, high quality liquid assets to improve 
their !i(|\iidiiy ])r!.)ii!es, fnrilier ])ressuring 
NlM.s, 

The rise in Treasury yields and sreepeningof 
tlic yield curve that began in May 2013 hav-e 
not yet translated hilo wider NlMs. Further, 
short-lertn rales remain low, .so banks have not 
benefited from yield increases on their floating- 
rate assets. BHCs mitigated the effects of the 
compre.ssed rate environment througli varioius 
cost control measures, including restructurings 
and compensation reductions. For example, 
some banks began reducing expenses in 
their mortgage banking businesses in the 
latter ltairoi'2013, as Itigher .MBS rates ;-md 
lower origination volumes adversely affected 
mortgage-related revenues 
(Chans 5.3.4, 5..3.3). 


Despite continued margin pressure, the largest, 
banks did not appear to as-stune omsized credit 
or duration risk, altliough coiupetilion for 
loans has increased in the more profitable small 
businCvSS and middle market segmeius. However, 
some smaller banks couiintie to lengthen the 
matui iiy of their a.sset portfolios, as evidenced 
ill the estimates of the assct/liability maturity 
and repricing interval gap 
(Charts 5.3.6, 5.3.7). 

Larger BHCs reduced som<^ legal uncertainly in 
2013 as a result of settling certain outstanding 
legal matters, primarily related to pre-cri.sis 
mortgage lending (see Section 6.1.5). In 
addition to reduced legal uncenaimy, BHCs 
benefnecl from greater clarity on impending 
regulations (see Section 6). Nevertheless, BHC.s 
still Cacc ongoing investigations into certain 
matters, .such as manipulation ol' LIBOR and 
FX markets. These incidents Itighlighi the need 
for BliC-s to have cffeeiive risk tnanagerncm 
policies and practices in place to address 
potential legal risk. 


5.3.4 Total Residential Mortgage Originations 

Bittons of USS AsOf:2013Q4 Billions of USS 
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5.3.5 U.S. Mortgage Spread 

Percent AsOf:3l-Mar-20i4 Percent 



Source: Bloomberg, L,P. 


5.3.6 Maturity Gap at Large Banks 

Density As Of: 2013 Q4 Density 



N«s; Banks wmi assets over $50 biSan biisaaon fivj|,i 

Reservre rfCail Report ranges. Liqukl cteposits assu'nert in t>eve l-year mMsicfly 
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5.3.7 Maturity Gap at Small Banks 

Density As Of: 2013 Q4 DenSfty 
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5.3.8 KBW Bank Index and Implied Volatility 

Index As Of: 31-Mar-2014 Percent 



Source: Bloomberg, LP. 


5.3.9 Average P/B and P/E Ratios of 6 Large Complex BHCs 

P/BRatio A8Of:31-Mar.2014 P/ERa«o 



Mamet Indicators 

BHC share pricc-s rose in 2013. As of the end 
of March, the KBW bank index had increa.scd 
29 percent year over year and implied volatility 
had declined (Chart 5.3.8). The market value 
of the six largest BHCs increased 31 percent 
in aggregate and the marker-capitalization 
weighted-average priee-to-book ratio for 
thi.s group was slightly above 1.0 at year end. 
Valuations are at the liighest level .since early 
2011, though they remain well below pre-crisi.s 
levels (Chart 5.3.9). Five-year CDS .sprcad.s 
of these .six BI ICs tighiencd approximately 
20 to 50 percent in 2013, and finishetl the 
year near prc-crisi.s levels, due primarily to 
continued .strengthening of hank balance 
sheets (Chart .5.3.10). Advanced systemic risk 
measures, which attempt to gauge systemic risk 
at the six largest Bl ICs in veal time, continued 
to decline in 2013 and remain well below crisis 
levels (Chart .5. .3,11). 

Capital 

/Aggregate capital ratios, as defined per the 
Federal Reserve's Capital Assessments and 
Stress Testing reporting requirements (chat is, 
the Y-14A report) :for BHCs increased modestly 
in 201.3 with the Tier 1 common capital ratio 
increasing 25 basis points to 1 1 ,70 percent. 

The domestic iroplementaiion of Basel 2.5 in 
January 201,3 led to a large increase in ri,sk- 
weighted assei.s (RWAs) in the first quarter of 
2013 (Chart. 5.3.12), negatively affecting Tier 
1 common capital ratios, particularly at the 
largest banks with significant market risk and 
trading activities. Nevertheless, this decline was 
offs{!t by itK.:rea.scs in retained earnings, driven 
by p(.>,sitivo operating resi.iks and by modest 
capital raistJtg. 

Large BHCs, in aggregate, improved their Basel 
III common equity Tier 1 capital in 2013 despite 
the rise in interest rales during the second 
half of the year. The rise in rates led to a large 
decline in net unrealized gain.s on available-fov- 
sale (AFS) securities portfolios. 
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During 2013. most BHGs increased their 
(,-aj)iial disiribuiions. Dividfnd.s paid by BHGs 
that participated in the 2013 Comprehensive 
(iapiiai Analysis and Review (CCAR) increased 
approximately 19 percent in the aggregate while 
share repurchases itjcreased approximately 
76 percent from 2012. However, capital 
distrihiuions remain subdued relative to pre- 


liquidity 

Litluidiiy profiles eoiitinucd to improve in 
2013. As oi'the fonrih quarter or2013, the 
consolidated litjuidily ratio (liquid asscts/total 
assets) of all BMCs reached 22 percent, far 
ai>ove iiistovica! levels (Chart 5.3.13), 

The improvement in con.solidaied liquidity 
ratios since the cri.sis is driven in part by 
inchision of two large broker-dealers that 
converLed to BflCs in 2009, as well as the 
acquisitions of broker-dealers by BHGs in 
2008, Broker-dealers typically have significatit, 
holdings of liquid assets, wliich are often 
encumbered and funded with shorter-term 
wholesale funding (see Section 5.4). 

In recent, yeans, BMC liquidity prohle.s also 
have benefitlcd from large inflows of depo.sits, 
whicli have grown 29 perctmt since the first 
quarter of 2009, compared to 4 pe.rcc.iu growth 
in total loans. The strong deposit growth, 
amid subdued loan growth due to economic 
uncertainty and an uneven recovery, has 
resulted in BHCs increasing cash balances and 
holdings of liquid securities. 

The potential imple.inent;at{on of the LGR 
in the United States a.s part of the Ba.sel 111 
liquidity framew'ork has also been uclriver 
for improved li(|nidity profiles. The I.GR a.s 
proposed by banking agencies, which would be 
fully implemented by 2017 if adopted, would 
require banking institt.iiion.s to hold a sufficient 
amount of highh’ liquid assets to meet their 
liquidity needs during a short period of severe 
liquidity stress. 


5.3.10 CDS Spreads of 6 Large Complex BHCs 

Basis Points AsOf:31-Mar-2014 Basis Points 



5.3.11 Systemic Risk Measures 


tncJex A$ Of: Mar-2014 Index 



Source; Dfoomlierg L.P.. Note; Sample coASists ol OAC, C. JPM, WFC, GS, and MS, 
OPn caloilatKins Measures are standardteed by iheir historical volaillity. 


5.3.12 Change in Tier 1 Common Ratios for Aggregate U.S. BHCs 

PercemofRWA AsOf:2013Q4 PercenfofPWA 
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5.3.13 Consolidated BHC Liquidity Ratio 


Percent As CX: 2013 Peri»nt 
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5.3.14 Nonperforming Loans (30-89 Days) 

Percent As Of: 2013 Q4 



Source: SNL Financial 


5.3.15 Nonperforming Loans (90+ Days and Nonaccrual} 

Percent As Of: 2013 Q4 Percent 



Source' SNL Financial 
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Asset Quality- 

Asset quality also conliimcd to improve in 2013. 
Nonperforming loans declined across all major 
categories (Chart 5.3.14), led by declines in 
CRE. Residential loan delinquencies declined 
sharply during the year but. remain elevated, as 
extended foreclosure timelines in many state.s 
keep longer dated delinquencies from being 
resolved (Chart .5.3.15), 

Net chargc-offs (i.e.. reductions to loasi loss 
resen-'cs) also declined significantly riming the 
year, with declines acros-s all loan categories, 
and in aggregate reached pre-crisis levels. A.s 
of the fourth quarter of 2013, the industry- 
wide net charge-oil ratio was 63 basis points, 
a 37 basis poitit decline from the prior year 
(Chart 5.3. IG). ProvLsions (i.e,, additions to 
loan loss re,scrves) as a .share of loans also 
decreased to historical low.s in 2013. Loan loss 
reserves have fallen since 2010, but remain 
slightly above pre-crisis levels. The ratio of loan 
loss reserves to annualized net charge offs has 
increased sharply over the past three yeans 
as net charge offs (ratio deiKitninaior) have 
declined rmich more significantly than loan loss 
rc.scrve.s (ratio numerator) (Chart 5.3.17), 

OFASTaod GCAB 

In March, the Federal Reserve released the 
results of the 2014 annual Dodd-Frank Act 
stress tests (DFAST) and the CCAR. A total 
of 30 BUCs with ,¥50 billion or more in total 
consolidated asset.s participated in the annual 
stress tests and CCAR, including 18 BHCs that 
participated in 2013. 

DFAST is a forward looking exercise conducted 
by the Fedciai Re.scrve to evahiate whether 
the 30 Bi'ICs have stifficient capita) to ab.sorb 
losses resulting from stressfid economic and 
financial jtiarket conditions, using hyjiotiietical 
supervisory scenarios designed by the Federal 
Reserve. Jn the nine quarters of the planning 
horizon covered in the stress test, the aggregate 
projected tier 1 cominon ratio for the -30 BHCs 
fell to a minimum level of 7.0 percent under the 
severelyadver.se scenario from 1 i.5 percent in 






110 


the third quarter of 2013 (Chart 5.3.18). The 
Hiumiiary resuits sltowed that utider the severely 
adverse scenario, projccied niinimuni tier 1 
eoniiiion ratios for individual linns ranged 
frojii 0,7 to 8.1 percentage points lower than 
actual tier 1 common ratios in the third quarter 
of2013. 


Through CC.'VR, the Federal Reserve cvahiates 
Ute capital plastning processe.s attd capital 
adcqisacy of the 30 BilCs, including the firms’ 
|)ropo.sed capita! actions such as dividend 
payments and share buybacks and issuances. 

The Federal Reserve considers both qtialitative 
and quantitative factors in analyzing a linn's 
capital plan. In 2014, the Federal Reserve did 
not object to the capita! plans of 2.5 of the 30 
BMCs anti oljjected to the ( apit.il plans of five 
BI-ICsS (Chart 5.3. i‘J). Four of the objections 
were based on qualitative concenis about 
RIICs’ capital piannitig processes. One of the 
objections was on quantitative grounds, as 
the linn's tier 1 coiiirnoti ratio fell below the 5 
percent threshold under the .severely adverse 
scenario, Following i,s.suance of the initial CCAR 
results, Bank of America Corporation dist:io.secl 
that it had incorrectly reported data u.scd in 
tlie calculation of regulatory capital ratio.s in 
tlitt svres,s tests. Based on these errors, thtt 
Federal Reserve detennined that the firm must 
re,si.ib.mii. its capital plan and suspend planned 
increa.ses in capital distribution, s. Bank of 
America must address the quantitative errors in 
its capital plan a.s part of the re.submi.ssion and 
undertake a rttview of its regulatory rt?porting to 
ensure there are no further errors. 


Insured Commercial Banks and Savings 
InstitiJtioris 

As of the fourth quarter of 2013, the banking 
industry wa,s cotnposed of 6,812 FDlC-insurecl 
commercia! banks, .savings insiiuitions arui 
BMCs 'iviih tola! assets of $14.7 trillion. There 
were 2,056 institutions with assets under $100 
miiiion and 666 institutions had a.sscts t)ver 
billion. The number of institutions felt by 271 
finu.s during 2013 due to failures and mergers. 
Fai hires ol insured depository institutions 


5.3.16 Credit Quality 


Percent of Total Loans As Of: 2013 Q4 Percent of Total Loans 



Note; For domestic BHCs 

Source: FHBNY Quarterly Trends Report and commercial banks. 


5.3.17 Loan Loss Reserves 

Percent As Of: 2013 Q4 Percent 
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5.3.18 initial and Stressed Tier 1 Common Capital Ratios 


Percent AsOf. 20-Maf'-2014 Percent 
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Noia 2013 aggregate ratios are tor ie participants. 
2014 aggragate ratios ara for 30 participants Stress 
Source; Federal Reserve ranes using sewireiy actvsrse supeivisofy scenario. 
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5.3.19 Federal Reserve's Actions in CCAR 2014 


No n-Ob i&c>ion to Capriat Pl an 
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5.3.20 FDiC-lnsured Failed Institutions 



1980 198S 1990 1995 2000 2005 20^0 


Sourca: BEA, FDIC, 
Haver Analytics 


Note; No FDIC-insureO institutions 
failed during 2005 and 2006 


5.3.21 Commercial Bank and Thrift Pre-Tax Income 

Billions of USS As Of; 2013 Billions of USS 
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continue to tlctTinc sime the financial ct isis, 
as 24 inst.if.ntion,s with $6 billion in total assets 
failed in 2013 (Chart 5.3.20). This is the 
smallest number of f'aihtrcs since 2007. 

As of Oecember 31, 2013, 467 instiiiuions, or 0.9 
percent of ail institutions, were on the FDIC's 
“problem bank" list, which includc.s in.slirution.s 
with financial, operational, or managerial 
weakne.sses that rec|uirc corrective action in 
order to operate in a .safe and sound manner. 
That total Is more tliatt 45 percent lower titan 
the most recent peak of 888 problem banks at 
the end of March 201 !. 

Pre-tax income for all U.S. commercial banks 
and savings institutions totaled $224 billion in 
2013, representing a 12 percent increase from 
2012. Continued improvenienv in credit c|ua].ity, 
with an associated reduction in loan loss 
provisions and other cxpen.scs, has been the 
principal driver of the recovery in pretax net 
income since 2009 {Chart 5.3.21), The positive 
trend in asset cpiality indicators ha,s been 
accompanied by a reduction in overall j;)ortfoli.o 
risk as evidenced by the post-ciisis decrease in 
RVVAs relative to total assets (Chart 5.3.22). 

5.3.2 U.S. Branches and Agencies of Foreign 
Banks 

Foreign banks also have a large presence in the 
Ihiited States. Together, asset.s of U.S, branches 
and agencies of Ibreign banks total $2.4 trillion. 
By comparison, FDIC-insured institutions — 
winch do not include U.S. branchc.s and 
agencies of foreign banks — liold .$14.7 trillion 
in a.s.sets. 

Cash and cash equivalents, panicitlarly 
reserve balances at the Federal Reserve, have 
grown sharply since i.he crisis atid coniirme to 
rejtresent the large.st asset category for .foreign 
branches and agencies (Chart 5.3.23), 

U.S. branches and agencies of foreign banks 
also dedicate a significant portion of their 
balance sheets to loan.s. Direct C&l loans 
outstanding by these bank.s typically constittite 
the largest portion of their loan portfolios. 


0 ! -i FSOG t! Annual Hepn7 
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The liai)i!i!) siructiircs of U.S. branches and 
agencies of foreign banks also vary considerably. 
These li.S. bratuiies lack access to the stable 
source oi'i'unds represcnied by households’ 
checking, savings, and other transaction 
accounts, as they are not permittctl to oflcr 
deposits insured by the FDiC, Instead, 
wholesale funding, parlicularlv CDs issued 
primarily to institiuional investors, provides 
the majority of funding for these institutions 
{Chart 5.3.24). 

Pre-crisis, U..S. branches and agencies of foreign 
banks, in aggregate, obtained wliolesale dollar 
deposits in the United Slates and used those 
deposits to provide dollar funding to tlicir 
parent, organizations and related affiliates, 
wliich in turn used llie funds for lending and 
investment.. Beginning in 2011, iltis trend 
reversed. For some instiimions, flows from 
parent and related entities into U.S. branches 
and agencies served to stabilize U.S. branches 
experiencing deposit; withdrawals .stemming 
from F.iiropean sovereign and bartking .sector 
concerns. More recerttly, dollar inflows to U.S. 
branches and agcncie.s of foreign banks, in 
conjunction with an increase in U.S. deposit- 
taking (such as negotiable CDs) on the part of 
these institutions, have funded an accurnulatio.n 
of reserve htdances at the Federal Reserve. 

5.3.3 Credit Unions 

Credit unions are member-owned depository 
in.stitution.s. As of the fourth quarter of 2013, 
there were 6.554 federally insured credit iinion.s 
with aggregate assets of nearly $1,1 trillion, 

More than three quarters of credit union.s 
(5,099) had assc!t,s under .$100 million, while 
426 credit, unions had assets over $500 million. 


Corporate credit unions — whicli provide critical 
services to the broader credit union system — 
contimie to con.solidate and deleverage as they 
refocus their business model.s on providing 
operational support to consumer credit unions, 
raising capital, and adjusting to the new 
regulatory cnvirotuncni. As of December 2013, 
there were 15 corporate credit unions with 
Si8..5 billion in assets serving consumer credit 


5.3.22 Risk-Weighted Assets and Return on Assets 

Percent As Of; 2013 Q4 Percent 



Source FDIC, Hgver Analytics Note: Ail FDtC-insured institutions. 


5.3.23 U.S. Branches and Agencies of Foreign Banks; Assets 
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Source' Federal Reserve. Note: other assets includes goveriitneni seouriilos. 
Haver Analytics asset-backed securllles, and other trading assets. 


5.3.24 U.S. Branches and Agencies of Foreign Banks: Liabilities 
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5.3.25 Federally Insured Credit Union Income 

BtilionsofUSS As Of: 2013 04 Billions of USS 
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5.3. 26 Credit Union Deposits 

Percent As Of: 2013 Q4 



5.3.27 Credit Union Long-Term Assets 

Percent As Of: 2013 Q4 
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imions—a decline from 27 curpoi'ate credit 
unions with $96 billion in assets in 
December 2007, 

Annual net income at credit unions was about 
$8.14 billion in 2013 (Chart 5.3.25), a decline 
of 3.8 percent from 2012. The amount of 
outstanding loams at credit unions increased 
by 8.0 peicem (year-over-yetir) during 20] 3 . 
Thiswa.s an increase from 4.6 percent \n 2012. 
The credit nnion sy.stem experienced rettsrn 
on average assets (ROA) of 78 ba.sis points in 
2013, a dec rease i'rom 85 ba.sis poinfs in 2012. 
The decline in ROA revcrse.s a four-vear period 
of rising ROA, In 2011 and 2012 ROA increased 
even as net-interest margin compressed. The 
ROA growth during this four-year period was 
primarily driven by reductions in provision.s for 
loan losses. .As provision.s for loan losses have 
returned to their pre-crisi.s levefs, tlic industry- 
wide trend of NTMs is more dearly re:['lec{.ed in 
earning.s. NLMs declined to 2,8 percent in 2013 
from 2.9 percent in 2012 and are down 45 basi,s 
poinus from 2010. 

A key concern for the industry is ongoing 
challenges related to the low intere.st rate 
environment and the eventual transition 
process to a higher rate environment, 
poienfially with a fiaiier yield curve. Although 
intere.si rate sensitive deposits continue to 
decline as a share of total liabilities, they 
remain well above pre-crisi.s levels and the 
.share of money market accounts and individual 
retirement, accounts continues to increase 
(Chart 5.3.26). Net. long-term as, sets continue to 
increase as a share of assets de.spit.e the decline 
in the share of mortgages maturing in five years 
or longer (Chart 5.3.27), It appears that, having 
exhausted other sources of earnings growth, 
.some credit unions are reaching for yield by 
lengthening their term of investments to boost 
near-term earnings. 
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5.3.Z8 Credit Union Investments by Maturity 


As Of: Dec-2013 



invcstincnts in loial have intrca.scd, rising from 
i9 jierceiii of assets in the tounli quarter of 
2006 !o over 28 percent in li.ie seeontl quarter 
of 2018. Total isivestments as a share of assets 
declined .somewhat during the second half of 
2013 to just, under 27 percent. But over the year, 
investments with a maturity of less than three 
years fell 13 percent — a decline of almost $25 
billion — while investiticnts with a maturity of 
m<>!< ihaii three years rose by 31 percent — a 
i or V,() billion (Chart 5.3.28). The slight 
Hn iL.is( ill long-term interest rates in 2013 
has vdrt .uir had a .substantia! effect on the 
maik< t v.tlue of these invesUnenls. At the end 
ol 2012, credit unions had an unrealized gain 
ol .82. <S billion from held-to-inaturity and AFS 
sccuniics. By the end ci{'2013, this gain had 
reversed to an unre;Uiz.cd io.ss of $2.4 billion 
(Chart 5.3.29), In atldiliott to federally insured 
credit, unions, there arc 133 non-l'cderaiiy 
insured credit, unions operating in nine .states. 
These credit unions, which are in.surcd privately 
and not backed by .NCUA share insurance, liad 
$13.4 billion in combined asset.s at the end of 
2013 and served 1.2 million members, 

5.4 Nonbank Financial Companies 

5.4,1 Securities Broker-Dealers 

As o.f the fourth, quarter of 2013, there were 
4,378 dome.stic and foreign-owned .securities 
broker-dealers registered with the S.EC. The 
U..S. broker-dealer sector remains' relatively 
coiiccntraicd, with about 60 pc?rcent of indirstry 
assets hold by the top 10 broker-dealers at 
the end of 2013, tlie iargecst of which are 
alliliated with domestic BHCs or foreign banks. 
Aggregate annua! revem.ie,s of broker-dealers 
ine.reased liy appro.ximatcly 3.4 pt'rcciu in 2013 
to 171.2 billion, with increases in all categories, 
except in trading and otl.ier revenue.s related to 
the .securities business (Chart 5.4.1), 

Asset, s hekiwitliin the IfS. broker-devder 
industry declined modestly in 2013 to $4.6 
trillion (Chart .5.4.2). Broker-dealer leverage 
.similarly dedined slightly in 2013, after 
decreasing markedly during the cri-sis to a level 
last seen in the early 1990s and remaining 


5.3.29 Credit Union Unrealized Gains on AFS and HIM Securities 

Silikjns of US$ As Of: 2013 04 BHIions of USS 



2010 2011 2012 2013 


. Noio: AFScAvailsbIa for Sala 

Source: NCUA ana HTMsiHeld to Maturity. 



2005 2006 2007 200B 2009 2010 2011 2012 2013 


Source: FINRA 


Finpficia' Of?yeiopniB!T 





115 


5.4.2 Broker-Dealer Assets and Leverage 


TriiHons of USS As C^: 2013 Leverage Ratio 



2005 2G06 2007 20Q8 2009 2010 2011 2012 2013 
Mote; Leverage is the ra^o ^ totat 
Source: FINRA assets to equity- 


5.4.3 Primary Dealer Securities 
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relatively stable since the crisis. Measured as 
total assets as a multiple of equity, broker- 
dealers operat e at 1 9 limes leverage in 
aggregate (well below the peak of 36 limes in 
2007): measured as total assets as a muitijale of 
regulatory capital, broker-dealers operate at 13 
times leverage in aggregate. 

Dealer assets cojjsist primarily of securities 
borrowed in securitie.s Hnanciug tratisaclioits 
and trading inventory held for ttsarket-making 
and proprietary trading purposes. After the 
financial crisis. lliere -were significant chatiges 
in the compo.sition of net positions held by 
large dealers operating in the U.S. For example, 
primary dealers (dealers that have a trading 
relationship with the Federal Reserve) increased 
holdings of U.S. governmeut securities and 
reduced holdings of corporate securities, 
including ABS, agency MBS and agency debt, 
refleniug changes in ri.sk appetite and balance 
sheet capacity (Chart 5.4,3). 

In 201.3. further changes occurred in the 
positions held 1iy primary dealens, which 
pared net positions across raie-.sensitive as.sets, 
such as Trea.surie,s, agency MBS, and agency 
debt. Dealer Itoldings of Treasuries declined 
sigtiificantly in the second half of the year, 
riiese decline.s likely reflect a reduction 
in dealer risk appetite and acljustrncnts to 
regulatory changes. It also appears that dealers 
were affected by events in May and June 
201.3 that caused vincertainty on the general 
direction of monetary policy, and concomitant 
volatility in bond price.s and interest rates. In 
response to these developments, dealers sold 
off bonds to cut tltcir risk exposures and reduce 
inventory (see Box C). 

5.4.2 Insurance Companies 
The U.S. insurance industry is composed of 
ov^•r .3.700 operating insurance companies, 
which arc broadly defined by the iji.surancc 
products they sell; Life insurers provide 
coverage for human life comingencics sttch 
as unexpected death and retirement savings 
products like annuities, while property and 
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CiUsiuiUy (P/C) inquirers provide coverage on 
homes, cars, and bnsiiiess<rs, Al! ligrsres in this 
scc'iio!! are IVom siatutory insurance filings, 
whicli ojdy include operating insurance 
companies and underestimate the total size of 
the U.S. insurance industry because subsidiaries 
sttch as asset managers and foreign subsidiaries 
arc excluded. According to slatulory data, the 
U.S. life in.surance iruhrstry lias approximately 
$6.0 trillion in assets, which is more than 
three times those of P/C insurers who hold 
$1.7 irillion. .Approximately 80 jrcrcent 
of life itisurancc assets are held in the 25 
largest, companies, compared to a 67 percent 
concentration for the P/C industry. 


Life insurance revenue from insurance and 
annuity prodticts decreased to $585 billion in 
2013 from the record $645 billion .sot in 2012. 
Expanded product distribution channels and a 
more favorable interest rate ctiviroinnent led to 
higlier fixed annuity sales, but a iivimber of one- 
time trarrsactions and increased reinsurance 
cession overcante the improved fixed annuity 
sales and led to the decrease in total revenues. 
Despite rising significantly in 2013, interest 
rates remained well below historical averages 
and coniinued to weigh on life insuratice 
investment yields. Life insurers' investment 
portfolios turn over at a slow rate bccau.se 
they mostly hold long duration assets until 
maturiiy. Since market inierc.st rates are still 
below the yield earned on maturing assets, life 
insurers' average portfolio yields continued to 
decline in 2013, albeit, at. a slower rate than in 
2012. Nonetheless, the life sector’s net income 
rose 6.8 percent to $41 billion, a record high 
(Chart 5.4.4). Rising equity markets benefited 
life in.surers as customers paid higher fee.s on 
higher equity account, balances. 

P/C revenue from instirance products increased 
3.9 percent to $544 billion in 2013, a record 
high, Rate.s charged by insurers to poiicyholder.s 
increased moderately in most commercial 
line.s of business led by strong sales of workers’ 
compensation and demand for personal auto 
irisiirancc. Net income incrca-sed to a record 
level of$70 billion, or an increase ofOEo 


5.4.4 Life and Other Insurance; Capital and Net Income 

BillionsofUSS As0f:2013 ' Billions of US$ 



Source: NAJC 


Note: fndudes accident and health. 
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5.4.5 Property and Casualty insurance: Capital and Net Income 


Biilionsof US$ A 5 Of 2013 Bittions of USS 



Source: NAIC 


5.4.6 Life Insurers: Impact of Low Rate Environment 


Percent As Of: 2013 Percent 



Source: NAIC, SNL Financial 


percent from 2012, as expenses and losses paid 
on claims declined and there were no major 
storms during the fmrricane season in 2013 
(Chart 5.4.5). improved profitability 
increased capital iield !'>y P/C operaiing 
insurance entities to $06.5 billion, or an increase 
of 10.4 percent over 20i2. 

As noted above.-, low iniere.sf rates j>re.seni 
a challenge to iivsurers as net yield on 
invested assets continued to decline in 2013 
(Chart 5.4.6). Life insurance companies 
are more sensitive to interest rate.s than P/C 
companies because investtneni income accounis 
for a higher percentage of revenue (21 percent 
in 2013) t han for t he P/C sector (9 percent in 
2013). in acidition, many life insurance and 
annuity produces are spread-based, and a 
protracted low interest rate environment may 
stress life insurers’ profits as the .spread between 
investment yields and the rale promi.sed to 
policyholders compresses. Legacy product.s in 
particular (including annuities, long-term care, 
and universal Hie insurance with .secondary 
guarantees) have beem less profitable iti the 
current interest rate environment, a.s they were 
originally priced and sold under di.ffering 
market conditions. 'lb adapt to current financial 
conditions as well as changing demographic 
trends, companies have redesigned offerings 
arid discontinued product li.nes. The current 
low intore.st rate environment also may affect 
the use of captive reinsurance: the low rates 
affect thc.prc.sent value of insurers’ contract 
obligati.ori.s (increasing the present values 
of future obligations), and therefore may 
encourage use of reinsurance for insurance 
products with liability valuations that are 
imcrc.st-rate-.sensitive {.see Box E). 
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Captive insurance entities were originally fortned by ' . 
corporations and non-profit organizations seeking ■ 
to self-insure their own insurable business risks 
such as general liability, workers' compensation, . 
employee benefe, and automobile coverage. 
Overtime, commercial life insurance companies ' • 
formed captive reinsurers to reinsure policyholder - 
risks. As with primary insurers, captive reinsurers. ■ 
are regulated by their licensing state or country ■ 
of domicile. However, because captive reinsurers ' 
originally only provided self-insurance coverage of 
business insurable risks as opposed to policyholder 
risks, state captive regulation originally developed 
separately from primary insurance regulation, which 
places more emphasis on solvency and policyholder 
protection, Although captive reihsurarice transactions 
must be approved by both the captive and primary 
insurer's regulators, the opportunity for regulatory 
arbitrage arises because of state-by-state differences 
in oversight, accounting, and capital requirements 
for the two types of entities, In addition, in most 
instances, unlike primary insurers, reinsurance . 
captives are required neither to file public statutory . 
financial statements nor to follow the same regulatory 
accounting practices as primary insurers. 

Some life insurance organizations have been using 
captive reinsurance companies for many years to, 
at least in part, obtain relief from certain regulatory 
requirements^. Importantly, the use of captive 
reinsurance by a life insurer impacts results reported 
on a regulatory accounting basis rather than U.S. 
generally accepted accounting principles (GAAP) 
accounting, For example, life insurance captives 
became popular for reinsuring level premium 
term life insurance and universal life insurance 
with secondary guarantees, Both products have 
statutory liability reserve requirements that exceed 
the expected economic risks and the use of captive • 
reinsurance transactions allow for the reduction 
of required regulatory capital. In the last decade, 
the use of captive reinsurance by life insurers has - ■■ 
grown significantly and has expanded to other types 


of product risfe, the full scope of which has yet to do 
deterrriined. Of particular concern is the use ot captives 
to reinsure insurance products with liability valuations tnat 
are volatile, cyclrcaily .sensitive, or interest rate sensitive, 
such as variable, annuities with guaranteed living benetits 
and Idng-terrri care insurance. 

in addition, captive reinsurers may hold riskier asset 
portfolios, including higher exposures to derivatives, than 
is generally permitted under state law for primary insurers. 
Also, instead of holding high-quality liquid collateral in 
trust to cover reserves'reinsured to captives, insurance 
compariies can sometimes collateralize a portion of the 
reserves hetd at captives with barik letters of credit that 
are guaranteed by their parent holding companies on . 
as allowed in some states, use a direct guarantee from . 
the parent holding company in lieu of any third-party 
collateral. If the parent company providing a guarantee 
to a- captiw were to experience financial distress and 
become unable to properly capitalize tbe captive; the . . 
prirhary insurer could lose credit . for the reinsurance oh its . 
statutory balance sheet and oould; experience a. capita! ; 
shortfeli as a result, this cduld complicate the orderly , . 
resolution of a large insurance organization, Furthermore, 
an insurance organization could face funding rollover . 
risk in a period of financial distress to the extent that its . , 
captive uses bank letters of ciedit to support longer- 
duratiofi liabilities. 

All of these factors can add complexity and reduce 
transparency around the financial condition and 
potential resoivability of certain life insurance companies; ■. 
Regulators and rating agencies. have noted that the broad 
use -Of captive reinsurance by life insurers may result, in . . .^ 
regulatory capital ratios that potentially understate risk, 
During times of financial market volatility when reserve . 
and capital levels for some products should increase, an . 
insurance company that uses captive reinsurance may hot 
be required to hold higher reserves and capital, ThLs' could 
become a finsuiciai stability concern if a large, complex 
insurance organization were to experience financial 
distress. , 
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Regulatory Developments 


State insurance regulators are continuing 
work to address the challenges of state-by- 
state differences in the oversight of captives. 
.Specifically, state regulators, through the National 
Association- of Insurance Commissioners (NAIC), 
are seeking to develop and then implement 
consistent regulatory controls for reinsuring term 
life insurance and universal life insurance with 
secondary guarantees: oroposlng changes to the 
NWC’s accreditation prografn for state regulators 
which would require U.S. reinsurance captives 
to be subject to the U,S. solvency framework; . 
and considering further refinements to collateral • 
requirements for captive reinsurance transactions 
involving letters of credit. State regulators are also 
in the process of preparing for the implementation 
of a principtes-based reserve valuation systemy . . 
which would allow life insurers to “right-size" . 
reserves based on credible insurance company 
experience data. The impiementation of . .. 
principles-based reserving may ©iimlnate the need 
to use captive reinsurance for the purpose of . 
reducing resents that are slgnificahtiy higher than. , 
expected losses. . , 

in addition to the work being. done by state . 
insurance regulators, reports compisted by. .. ..... 
Council members and member agencies . : 

including the Treasury's FIO and OFR have , ; - .1 
identified concerns regarding life Insurers' use ; 
of captives. The Federal Reserve also recently . .. 
issued a Supervision and Regulation Letter, 
concerning the effects of risk tranvSfer activities on . 
capital adequacy, which would apply to captive . 
reinsurance risk transfer trarisacttons for insurance 
companies it supervise-s when they become, . 
subject to the Federal Reserve’s risk-based capital 
framework. Further, the FIO is monitoring both the 
roie and impact of captives in the sector and the 
potential for regulatory improvements at the state 
level. 
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5.4.3 Specialty Finance Companies 
Specialty finance companies provide credit 
!o boih consumers and businesses. Examples 
of consumer credit, include revolving credit 
aud student, mortgage, and auto loans, while 
examples oi'busincss credit include equipment 
ieasitig, accounts receivable factoring and 
other major capital asset fiuaucing. Spcciaky 
linance companies may be either independent 
companies, captives of vehicle or equipment 
manufacturers, or subsidiaries of financial 
holding comjtanies. Crcciit activity in the 
speciahy-lending sector contitmed to expand 
in 2013, yet still remains below pre-cnsi.s levels. 
Overall, nonbauk financial companies owned 
approximaitdy S855 billion of consumer 
ioans, $157 billion of real estate loans, and 
$402 billion of business loans at year end 20L3 
(Chans 5.4.7, 5.4.8). 

The securiii/aiion. market for these credit types 
originated by both bank and tumbaitk finatu ial 
companies remained healthy in 20.13, while 
overall issuance wdume declined approximately 
7.5 percent from 2012 due in pan. to a decrease 
in ,securiti.zatioJi orgovcnirnont giiaratuecd 
student loans, In the auto ABS market, which 
compri,ses the largest share of consumer ABS, 
many benchmark prime issuers reduced their 
securiiizatio.n volume.s, electing to tap alternate 
funding sources, such as corporate bond 
markets, Svibprimc auto ABS issuance tncrea.sed 
moderately year-over-year. Student, loan ABS 
issuance declined in 2013 as the a.moii.ni of 
governmenc-guaranieed is,sua.nce continues to 
dwindle after the elimination of the Federal 
Family .Education Loan Progratn in 2010 
(Chart 5.4.0), 

Senior credit .spreads ott credit card and 
auto ABS are slightly wider than they were 
at the start of 2f)l3, a.s the spread widening 
that occurred following the June 2013 -selloff 
(Sec Box C) did not fully retrace due to more 
moderate dcmaiitl in anticipatioi} of changc.s 
(o the interest rale environment. Sitbordinaie 
tranche credit spreads tightened moderately 
during the second half of 2013, due to a 
combination of reach for yield by inveRlor.s and 


5.4.7 Consumer Loans Outstanding 


Triiiions of US$ As Of; Mar-2014 Trillions of USS 



Source: Federal Reserve, 
Haver Antiytics 


Note. Loene owned and Se'ies dreak in C>eoem]?er2DUn 

lof oonfefmer loans outstanding at finance cent panics due to change 
in deta coSecSion ineihoflalogy. Sray Pars signify MeER rooessions. 


5.4.8 Business Loans Outstanding 



2001 2003 2005 2007 20C9 2011 2013 


Source: Federal Reserve, 
Haver Analylics 


Note, luana owned end sacwlliirM. Senes ureek In Oeeemtier 2D1& 
for business loans outstanding « Kneneo companies due to r.nsnge 
in dare coliaceoo metnodology. Qiay bars signify NSEiR recessions. 


5.4.9 ABS Issuance 


Billions of USS As Of: 2013 Btliions of USS 



2008 2009 2010 2011 2012 2013 


Source; Thomson Reuters, SIFMA 
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5.4.10 Selected ABS Spreads 


Basis Points As Of; 27-Mar-2014 Basis Points 



Source: Barclays Note: Spreads to Treasury securities. 


lower .subordinate iratichc supply rchilivc to 
senior tranclic.s {Chart 5.4.10). 

5.4.4 Agency REITs 

Agency MRS REITs u.so short-term debt, mainly 
in the form of bilateral repos, to fund the 
purchase of agency MBS. Most agency MBS 
RtclTs also luse derivatives to hedge at lea.st a 
portion of the itiberonl duration mismatch 
between iheirasscLs and liabilities, However, 
prepayment risk and ba.sis risk limit the efficacy 
of hedgitigwith interest rate derivatives. 
Consequently, agency MBS REITs’ investment 
strategy exposes them to interest rate risk 
resulting from changes in the yield curve and 
convexity risk.s, or the risk of M BS price.s falling 
at an increasing rate when vaic-s rise. Convexity 
risk i.s particularly acute for agency MBS REITs 
since their use of leverage can magnify the 
negative effects <if any material increase in 
inicrcsi rate volatility. Additionally, agency MBS 
REITs are expo.scd to rollover risk, or llte risk 
ofan increase in financing co.sts or a pullback 
in the willingness of lending counterparties 
to extend credit when their shorMcrm repo 
matures. 


On net, REITs earn the yield on the underlying 
MBS less the co.si of financ ing and hedging 
the portfolio. REITs’ carning.s are not taxed at 
the coi'porate level, They are only taxed wlien 
equity holders receive the earnings in the form 
of a dividend. To ma intain their REIT status, 
ihe.se entities must comply with variou.s income 
and a.s.set tests, as well as di.stributc at least 
90 percent of their taxable income to ctpiity 
holders. Given (heir tax .status, dividend payout 
requirennents and use of leverage, REITs are 
able to olTer relatively high dividend yielcks 
which some insiiluiional and retail equity 
investors find atlractive. 


The year 2013 proved to be a particularly 
challenging year for agency .MBS REITs as 
ri-sing interest rates and widening MBS spreads 
weighed heavily on their portfolios. The 
events that transpired throughout 2013 gave 
obser\-ers insiglit into how these ciuitic.s would 
react to adverse market conditions. In the face 
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()1 declining asset values, many REFls sold a 
portion of their agency MRS liokiings, reduced 
leverage and boisicred hedges (Chart S.i.ll). 
The 12 largest pubiically tradetl agency MBS 
REITs reduced their agency MRS exposure 
by roughly $11! billion, or 28 percent of 
peak holdings. While it appears this REIT 
selling may have cxacerbaf.cd negative price 
action in agettcy MBS, there were no major 
market disruptions. The heavy losses and 
aforerncitiioned derensive portfolio positioning 
residred in a significant rednetion of net 
income, which in turn inliibited (heir ability to 
maintain dividend payouts, Correspondingl'y', 
shares of major agency MBS REITs declined 
notably, with many falling between 20 and 
SO percent ycar-over-ycar (Chart 5.4.12). The 
market value of equity for most REITs declined 
10 to 20 percent below tlieir corresponding 
book value, a rare occurrence for agency 
MBS REITs. When the murket. vtilue of equity 
declines below the book value, agency MBS 
REITs will find it. difficult to rai.se new eqtiity 
capita] and purchase additional agency MBS. 
On these occasions, REITs Itave an incentive 
to sell agency MBS holdings and repurchase 
shares in the open market, a trend that 
materiali/ed and persisted ihroughoiu the 
second half of 2013, Lastly, despite heightened 
MBS price volatility in last years’ selloff, agency 
MBS REITs did not report any material changes 
to funding conditions. 


5,4.11 Total Agency REIT Assets and Leverage 



Note: Data tor 12 largest pubiicaily traded 
agency MBS REITs. Assets to equity ratio 
Source: Bloomberg, LR is weigMed by market capitalization 


5.4.12 Agency REITs: Return on Assets 

Percent As Of 2013 Q3 Basis Points 



2003 2005 2007 2009 2011 2013 

Source: Bloomberg, L P. Note: •Weigbted by market capitalization. 
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in recent years, carry tradevS have become an increasingly 
popular investment strategy. “Carry” broadly means 
the difference between the yield or return on a financial, , 
contract or asset and ttie cost of funds, if the yield or . 
return is higher (lower) than the cost of funds, the investor 
is said to have positive (negative) carry. Volatile swings . 
in asset prices or spikes in borrowing costs can quickly, 
erase expected gains from positive carry. A sharp rise 
in volatility among seemingiy uncorrelated assets can 
cause a forced exit of carry trades leading to market 
dislocations. 

The carry trade is most often found in currency and . , 
fixed income markets. For example, in 2001. an investor , 
could borrow Japanese yen (JPY), at funding costs dose 
to zero, and invest in Australian (AUD) denominated 
government securities yielding over 5 percent. As long 
as the AUD/JPY exchange rate remained stable or the 
Australian dollar strengthened, the investor would maintain 
positive carry of about 5 percent or more (Chart F.1). 

This trade persisted until global asset markets 
experienced significant volatility during the summer, of 
2008, When volatility increased, investors exited this 
trade, which strengthened the yen and exacerbated 
currency movements that negatively impacted this 
strategy (Chart F.2). 

Periods of lovv market volatility such as in recent years, 
make carry trades popular among investors. Persistently 
low interest rates can also incentivize a search for yield 
and a higher degree of risk taking in carry trades. These 
incentives can lead to a buildup of leveraged risks among 
market participants, Should risks become greater than 
expected, investors may exit carry trades on a “first out” 
basis. Such a scenario, especially in illiquid marl^ts, could 
iead to forced selling in which one trade after another is 
exited, This could cause negative spiiiover effects with 
financial stability implications to markets and institutions. 


F.1 . Interest Rate on Government Bonds and Discount Rate 

Pwcent ' As Of: Dec-2008 Perceni 



Soiifce: iMF. Federal Reserve 


F.2 Real Effective Exchange Rate Returns 
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5,5 Investment Funds 

5.5.1 Money Market Funds 

MMFs are a type ofinutiui! fund tiiat invests 
in certain higli quality sltorl-lcnn securities as 
deOiied by ilie SE(1. -Stibject l<i compliance with 
tlic invcsunent resfriclions, MMFs are perruitted 
to use the ainorli/ecl cost method of valuation 
and/or the penny-rounding method of pricing 
to facilitate a stable NAV, commonly $1 per 
.share, I'or .subscriptions and redemptions. There 
are three main categories of MMFs: prime 
funds, which invest primarily iti corporate 
debt securities; government and Treasury 
fund.s, which iitve.st primarily in U.S. federal 
government securities; and tax-exempt funds, 
which invest primarily in .sliort-tcrm, tax-exempt 
.securities of local aiul state governments. Prime 
MMF assets increased slightly iti 2013 from 
181.76 trillion to 81.79 trillion, while government 
and T'reiisury MMF asset, s increased .from S940 
billion to .8981 billion (Chart 5.5.1). Tax- 
exempt MMFs declined from $299 billion to 
$281 billion. Taken together, MMFs held Just 
over .$3 t rillion in assets as of December 2013., 
or about 18 percent of total mutual fund as.set.s 
under management (AUM), according to the 
Investment Company Institute. 

'T’he last two years havt: been, a period of 
persistent cotrsolidaiion in the M.MF industry, 
with the number of MM Fs dropping from 629 
at the start of 2012 to 5,55 at the end of 2013. 

In the sustained low-interest rate environment, 
competitive tnea.sures have led fund managers 
to oITer f'et^ wtiivcrs to MMl' investors to prevent 
negative net yield, which contributed to fund 
consolidation. 

During 2013, MMFs decreased litptitlity levels 
and incrca.sed the weighted-average life of 
their fund portfolios {Chans 5.5.2, 5.5.3). 

In particular, tlie weighied-avcragc life of 
non-tradilional repo lield in MMF portfolios 
lengthened from 17.7 day.s at ihc end of 2012 to 
30.3 days at the cud of 201.3. 


5.5.1 MMF Assets by Fund Type 

Trillions of US$ As Of; Feb-2014 TriHionsof USS 



Jan:11 Jul:11 Jan:12 Jul:12 Jan:13 Jut13 Jan:14 
Source: SEC 


5.5.2 Liquidity of Prime MMFs 

Percent of Total Assets As Of: Feb-2014 Percent of Total Assets 



Source: SEC Note: Weighted by fund size. 


5.5.3 Weighted Average Life of MMFs 

Days AsOf; FeD-2014 Days 
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5.5.4 Growth in Assets of the Investment Company Indusfry 



1990 1994 1998 2002 2006 2010 

Source: ICI Factbook 2013, Ftow of Note: Other ® Unit Investment 

Funds, tCl, Haver Analytics Trusts and Closed-End Funds. 


5.5.5 Monthly Bond Mutual Fund Flows 

Billions of US$ As Of: Feb-2014 6iliionsofUS$ 
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5,5.6 Monthly Equity Mutual Fund Flows 

Billions of USS As Of- Feb-2014 



Source: ICI. Haver A.nalytics 


While the ratikiisg cliHiiged .sliglnly from 2012 
to 2013, prime MMFs continued to have the 
heaviest geograpliical expo.suies to the United 
States, Canada, japan, France, and v\,uslra!ia/ 
New Zealand. Notably, .MMF expo.snre to 
Chinese bank.s has increaset! .steadily since 
exposures first appeared in jiurtf'olios in 
November 2011. However, at .Sa.O billion at the 
end of 201.3, it is still a very .small percentage of 
prime MMK assets (0.3 percent). 

Another notable change for MMFs in 2013 
was the inlrodnelion of the Overnighl Fixed- 
Rale Cappcd-.Allotnient Reverse Repnrcha.se 
Agreement Operational Exercise, wiiich tlie 
Federal Reserve has undertaken as part of 
its effort to U’.st potential tools for future 
implementation o)' monetary policy. As a 
consequence of this excrd.se, inve.stors in short- 
term futiding markets, including MMFs, now 
luvvc an additional, albeit potentially temporary, 
high-quality liquid investment option. As of 
December 31, 2013, prime MMFs held 44 
percent of these repos, and ail MMFs together 
held over 78 percent. 

5.5.2 Mutual Funds 

The U.S. mutual fund :industry has groivn from 
AUM of approximately .SI trillion in .1990 to 
S17 trillion in December 2013 (Chart 5,5.4), 
l.ong-term (equity and bond/hybrid) funds, 
with assets of almo.st $12. .3 trillion, made up 72 
percent of total AU M as of December 2013. 


In the wake of the 2008 financial crisis there 
was a significant flow of cash into bond .rund.s, 
accompanied by a le.s.ser bnt .still sigt.uficant 
flow of cash out of equity funds. From January 
2009 to December 2012, approximately .$].,044 
billion of new cash flowed into bond funds 
while approximately S3()G billion flowed out 
of equity fund.s (Chart 5. .5. 4), Thi-s trend 
reversed in 2013 as taxable bond funds had 
net. redemptions of $25 billion (compared to 
net in[low.s of $254 billion in 2012) while tax- 
exempt bond fund.s had net redemptions of $58 
billion (Chart 5.5.5). This contrasts with equity 
funds, which had a net inflow of Slbl billion 
in 2013 (89 percent into international funds 
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and i! percent into doinesnc stock rniids) after 
recording a ncl. outflow of S15d billion in 2012 
(Chart 5.5.6). Equity funds Isad Jiol had tJCt 
inflows since 20!>7, 

The month of June 2013 marked a turning 
poiul it! bond fund flows. After taxable bond 
fund.s had net inflows ofS87 billion from 
January through May 2013, they had net 
redemptions of SI 12 billion from June through 
Decemhei', as markets anticipated that the 
Federal Reserve would reduce its S85 billion- 
per-month bond bitying program and economic 
conditions improved. ‘Faxable bond funds had 
net inflows for every week frotn January through 
Mav and net (.uitilows for ail but three wtteks 
from June throngli December, 

By far tlie tno.st p(3pular bortd fund category- 
in 2015 was corporate shori-ierm bond funds. 
These fund.s, which primarily invest in lower- 
rated bank loans, had net ittflows of $02 billion 
in 2015, or about five time.s the 2012 net inflow 
(Chart 5. .5.7). With interest rates still near 
historical lows, investors who are reiuclani to 
take on interest rate risk in the form of longer 
duration bonds have been attracted to this fund 
category. 

5,5.3 Pension Funds 

As of the third quarter of 2015, the combined 
AUM of private and public pensions, inchiding 
fetlernl pensions and deiinetl contribntion 
plans, were almost $16 trillion (Chart 5.5.8). 


Corporate defined Ix-melii funded statns-the 
esiimaled share of fund liabilities covered by 
current assets-iinproved in 2015 (Chart 5.5.9). 
One estimate of the funded statn.s of the 100 
largest corporate pension plans reached 94 
percent in November 2015, and some large 
plans reached full funding in 20!5. Ti)e 
improvement of the aggregate corporate 
fundcfi status resulted in part from the increase 
in the corporate pension liability discount rate 
ovei' the course of 2015. Corporate pension 
discount rates arc closely tied to corporate bond 
ralc,s, which rose during the year irt tandem 
with the rise in Trea.surv yields. Addilionailv 


5.5,7 Bank Loan Mutual Funds: Annua! Flows 
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5.5.8 Retirement Fund Assets by Plan Type 
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5.5.9 Public and Private Pension Funding Level 
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high relurns in equities uiu! akernative assets 
helped to improve funfied status. 

In contrast, based on 2013 data, several 
important multi-employer plans have low 
funding levels due u> several causes, including 
the strnclnre of the multi-employer pension 
system and changing demographics of plan 
participants, fhe Pension Renelil Guaranty 
Corporation multi-employer insurance fund 
also faces a projected inability to meet its 
obligations due in part to tlie combination of 
insuflicient premhiin payments arsd critical 
funding status of a set of nmlii-employer plans. 


U.S. public pension funds arc also notably 
underfunded with a roughly 74 percent 
aggregate funding level. Of note, however, is 
tJiat those estimates are based on 2012 data 
(the latest available) and do not iticiude 20.13 
equity market gains. On the other hand, public. 
pension funds generally use a di.fferent set of 
accounting rules than private pension funds, 
enabling them to assume a discount rate ba.sed 
on long-run returns. These estimated long-run 
returns are significantly higher than average 
post-crisis returns, and could result in an 
artificially high funding vStatus. 


5.5.10 U.S. Private Equity AUM 
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Several localitie.? and states, such as Detroit, 
Ghicago, Vallejo, Puerto Rico, Connecticut, and 
Illinois currently face very low levels of public 
pension funding. States and municipalitie.s 
may face important eomstrainls in addressing 
pension funding gaps. Detroit's bankruptcy 
ca.se could become a precedent for other cash- 
strapped municipalities (see Section 4.3.2). 
Also, pen.sion henehts may be protected by 
statute or con.stitutional law. ,-\dditiona!iy, some 
aitempis by public: j.)ensions to curtail benefits 
have been challenged in court, and related 
litigation i.s ongoing. 

5.5.4 Private Equity 

U.vS. private equity AUM increased to 
approximately .$2 trillion in 2013 (Chart 5.5.10), 
Sponsor-backed debt issuance remained strong 
in a historical rontexl, with refijiancing being 
the main use oi' proceeds in the Hnst half of 
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2013, and debt related to new leveraged buyouts 
increasing notably iti the latter hairo!'20!3. 

The issiiancc of sponsor-backed payment-in- 
kind bonds, winds are lijiain ing'Vfdiic-ies used 
by pi ivate equity firms that arc typiraliywwed 
as highly risky ior investors, spiked in the third 
quarter 2013, N’oneilteless, both the volume of 
pavnicsit-in-kiiid bonds and theii jrescentage of 
tola! issuance remain .substantially below pre- 
crisis levels (Charts.,^.! I). 

5.5.5 Hedge Funds 
Hedge fusul industry assets grew to an 
estimated .'^2.0 trillion iri 2013, a 17 percent 
increase t'rom 2012 {Chart 5.5.12). The growth 
in 2013 was mainly tlriven by positive investment 
perlctnnancc (Chart 5.5,13). Large funds 
continued to receive the majority of aggregate 
net inltows in 2().!3 (Chari 5.5.14). Meanwhile, 
funds orhcdg'c funds continue to lose 
popularity relative to .standalone funds, as 2013 
wa.s the sixth consecutive year of Jtet capital 
outllow.s for these types of {'muls. 

Rcspon.ses to the Federal Reserve's Senior 
Credit Officer Ojnnion Survey on Dealer 
Financing Terms conducted in June 2013 
indicated tliai hedge fuml financial leverage 
was rouglily halfway between the pre-crisis j'xtak 
and post-crisis trough. The findings differed 
somewhat by hedge fund .strategy; about oiie- 
fil't h of dealers reported that eqviity-oriented 
and macro-oriented funds were utilizing levels 
of leverage near to or at the pre-cri.,si.s peak. 

Accortiing to form PF data, from year-c.tid 2012, 
iht; mean financial leverage of the top 100 
fuvtds — measured by gro.ss as,set value divided 
by NAV^ — ranges from lx to 18x for funds in 
the first; and fourth quart ile of the dfsirilmiion 
of finandai leverage, respectively. The sovircc 
of thi.s leverage is primarily repo transactions 
and [>ri!5H; broker financing. For gross leverage, 
defined as gross uotioiial exposure divided Iry 
N'AV, the correspt)nding mca.sures range from 
lx to 57x. Gross iiotiona! expo.surc includes 
synthetic leverage [Movided by derivatives, 
nieasared as the sitin of absolute notional values 
oflong and short positions. 


5.5.11 Sponsor-Backed Payment-in-Kind Bonds 
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5.5.12 Hedge Fund Assets and Net Asset Flows 
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5.5.13 Change in Hedge Fund AUM 

BitforisofUSS AsOf:2013 Billionsof US$ 

500 

260 

0 

•250 

-500 

2003 2005 2007 2003 2011 2013 

Source: Hedge Fund Research. Inc. 



Financifi! Devs^opme.'iis 







129 


5,5.14 Hedge Fund Net Asset Flows byAUM 

Bilfionsof USS AsOft2013 BBironsofUSS 
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Source: Hedge Fund Researc^i, irtc. 


5.5.6 Exchange-Traded Products 
Exchangc-iraded producls (ETPs) include 
.ETFs, exchange-traded noie:^ and other 
investment vehicles. Since their creation, 

ET.Ps have expanded from primarily offering 
exposure to equity market indices to also 
investing in commodities, currencies, and 
other iu)n-.sectirific.s in.sirument.s, such as loans 
and precious mel.ai.s. ETPs arc often used as a 
means to achieve exposure to a market sector 
or index in a manner that is potentially more 
effkiciH and co.sf-etTecsive than a traditional 
mutual fund, investment product, or linancial 
instrument. Intra-day pricing and secondary 
markets for ETPs ran provide higher levels of 
iiqtiidiiy than other fund vehicles that price 
daily, such as mutual funds. 



U.S.'lisied ETP assets grew by 2G percent to $1.7 
trillion in 2013 and the number of U.S.-listed 
ETPs grew to 1,556 (Chari 5-5.15). U.S. equity 
ETP aggregate net inilows were $199 billion in 
2013, up from $124 billion in 2012. U.S. bond 
F.TPs, however, exptirienced net inflows of only 
$7.7 billion, down :ffO!n a net inflow of t)ver $55 
billion in 2012. In contrast to equity and bond 
ETPs, commodity ETPs expeii'lenced aggregate 
net outflows of $50 billion in 2013. 

ETFs refertmeing fixed income and EM assets 
underwent a period of increased volatility in the 
middle of 2013, reflecting in part changes in 
market participants’ expectation.s for monetary 
policy. On Juno 20, 2013, .-miid elevated volatility 
in fixed Income markets, some inve,stor.s 
experienced temporatry restrictions related 
to ETE redemptions, For exaunple, one ETF 
sponsor opted to only atllow .standard, in-kind 
redemptions for certain ETFs — temporarily 
taking away an optional ca.sh redemption — 
because the higher costs ofliquidity would have 
been borne by ETF .sharcholder.s. Furthermore, 
rising interest rates in 2013 ])rumpted lixed- 
income invc.siors to reduce the duration of 
their investments, A.s a result, floating rartt 
note El'Fs e.xperienctxi sulistanlial inflows, and 
short-duration corporate credit ETFs saw robust 
inflows as well. 
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5.6 Derivatives infrastructure 

Global Derj»atii/es Volumes 

Belween December 2012 and Jiine 2013, the 
si/c of the global over-iise-coiintcr (OTC) 
derivatives market increased by 0 percent from 
§633 triliiosi to $()93 trillion gross notional 
out.standing, according to the most recent Bank 
for International Sottlemcni.s survey of global 
market activity (Chart 5.6.1). The composition 
by as.set classes rermunetd sitnilar to previous 
.stirveys. 

Since November 2013, the CFTC Itas been 
publishing weekly Swaps Reports that provide 
aggregate data on OTC derivatives volumes and 
notional amounts. The Swaps Report represents 
all OTC dc.rivativc.s transactions reported to the 
CFTC-registercd SDRs (i.c., CME, Depository 
Tru.sl anti Clearing Corporation (DTCC), 
Interconiinental Exchange, and Blooniberg) by 
eniitie,s .subject to the CFTC s reporting rtties, 
whid.i are primarily U.S, market participants. 

As of.'Ja.m.iary 31, 20M, the (.T-TC’s S^^■aps 
Report showed S‘K)6 trillion in notional amount 
out, standing for OTC derivative transactiems 
across all a,sset classe.s. Simitar to the global 
market, U,.S, interest rate derivatives accounted 
for a.rot.ind 85 ],)tTcevit of the activity at S3‘13 
trillion, followed by FX atid credit derivatives 
with .§31 trillion and §8 irillion, re.spectively. 

Data reported in the credit derivatives market 
oven' the. [>a.si; few years rellect a significant 
move by market participants I'rom single name 
activity to more index-based trading. Some of 
this movement may re.sult from tlie significant 
reduction of new .structured credit and trancltc 
product activity that necessitated the use of 
many different .single name CDS contracts, 
including entities that had no debt outstanding. 
Volume in single name CDS droppet! 
siguiticamly after the financial crisis because of 
the reduced demand from monoline insurance 
coriipanies and the overall decline of complex 
prodticts. In contrast, volume in index CDS has 
increased .sigitilicanilv in the post-cri.sis years 
(Clsart 5.6.2). Market participants cite better 
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execution and liquidity in indexes as compared 
lo trading in individual single name CDS, 

Central Clearing 

G-20 commitments am! Dodd-Frank Act 
requirements to promote central clearing of 
certain OTC derivalive.s transactions have led 
to an increase in the num])er of transactions 
centrally cleared. A central counterparty 
(CCP) reducc.s risks to paiticipant.s through 
multilateral netting of trades, imposing risk 
controls on clearing members, and maintaining 
fjtiancial resources coimnensuraie with 
risks it carries. A CCP also has tlie benefit of 
establishing ex-anie procedure.s for tnanaging 
a default and ailocatiug losses that can provide 
the market with more certainty in the event of 
a clearing member default. Given the ri.se in 
activity of certain derivatives through CCPs, 
and their relevance to financial .stability, it i,s 
important that they have robust capital and risk 
management standards in place. 

In recognition of this shift to central clearing 
attd the associated concentration of risks, the 
Dodd-Frank Act coupled the clearing mandate 
with a requirement for risk management 
standards, requiring the implementation of 
risk management standards for systernically 
important financial market ntilides (FMUs), 
including CCPs that arc designated systernically 
important by the Council, that take into 
consideration relevant international standards, 
.such as those set forth in the Principle.s for 
Financial Market Infrastructures (PFMIs), 
Accordingly, U.S, regulators have prioritized 
implementation of revised regulations in line 
with these .standarcis (see Section 6.1.1). 

The Seventh Progress Report on 
Implctnenfalion of OTC Derivatives Market 
Reforms published by the Financial Stability 
Board (FSB) indicates that of 15 FSB member 
jurisdiction dealers’ gross notional outstanding 
in OTC interest rate derivatives prt)ducts, as of 
end-Fcbruary 2014, 53 percent of those products 
offered for clearing bv a CCP arc estimated 
to have b<‘c‘n CfiitraHy cleared. For credit 
derivatives this number stood at 40 percent- 
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In ihc United States, mandatory central 
ciearing Itegan in 2018 with certain 
standardized derivatives on a ])iiased-in 
scliedule pursuant to (’-FTU rules. U.S. central 
clearittg oferedit derivatives ha.s grown from 
zero percenst in t!ie beginning of 2009 lo 81 
]>ereent in February 2014 (Chart 5.6.3}. Most 
market partieipatits that arc active in the swap.s 
market, inciucliug dealers, tvere generally 
required lo clear ihc.se products slarlntg in 
Marcli 2013. while other less active market 
participants were required lo clear certain 
credit derivatives iiidices .starting in June or 
September 2013. According to Depository Tnj.sl 
Sc Ciearing Corporation data, centrally cleared 
credit ticrivatives remain heavily concentrated 
within the interdcaier network with a few firm.s 
accoiniting for 49 percent of voluine.s over the 
period 2010 to present. While some dcaler-io- 
dealer trades were being cleared on a voluntary 
basis before 2013, CFTC rules did result in a 
signilicatit increase iti clearing of'clietu trades, 
The proces.s of .mandating additional products 
for central clearing is ongoing. 


5.6.3 Growth of Credit Derivative Central Clearing 


Source: DTCG 



Swap Execiition Facilities 
In the United States, there has been progress 
on the G-20 conitniimeni for increased 
iransparenc.y in the OTC derivatives market 
through the introduction of swap c.xecutK>n 
facilities (SEI's) in 2013. A transition to 
organized platform trading increa-ses pre- 
trade tntns[)ai'(’ncy and snjtport.s more efficient 
markets. The CFTC implcmcnied it.s .SEF 
ru)e.s in October 2013, and in February 2014 
iisandatory trading bcjgan for lienchiriai’k USD. 
euro, and sterling intere.st rate .swap contracts 
as well as certain five-year (,T)S indices, with 
temporary relief granted for contracts involving 
contingent and simultaneous execution with 
another contract. The rnlcs also require that 
SEFs report all tran.saciion.s to .SDRs and make 
market data publicly available tlirough their 
website oji a daily ba.si.s. 
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Swap Futures Products 

Partially hi response lo ihe new rcquireincnis 
and the added costs of iradinf^ OTC derivatives 
in late 20J2. U.S. I'lilures exchanges began 
offering dollar-denominaied futures contracts 
with similar cash (lows and exposure profiles 
as sonic interest rate and credit OTC derivative 
contracts in December 2012 andjune 2013 
respectively. Euro-denominalcd interest rate 
svviip fiuure.s hutnehed in April 2014. Interest 
rate swap futures have lower initial margin 
requirements compared to those on simiiar 
OTCi swaps, which is a potential driver for 
their use. 


5.6.4 Interest Rate Swap Futures: Volume and Open Interest 


As Of: 31-Mar-2014 



Source; CME Group, 
Eris Exctiange 


Note; Number of contracts Notionaf 
contract value is SlOQ.OOO/contract, 


Since the third phase of the CFTC clearing 
mandate came into effect in September 2013, 
the market for interest rate sw'ap futures 
has grown 34 percent measured by notional 
outstanding. In January 2014, average daily 
trading volume for interest rate swap futures 
products was $.528 million and open interest 
at the end of the month was .$18 billion, both 
measured by notional amount (Chari 5.6.4). 

I lowever, the trading volume and size of 
the USD interest rate .swap futures market 
still remains small relative to those of the 
comparable USD interc,st rate swap market. 
The notional amount of open interest in USD 
interest rate swap futures is about 0.02 percent 
of the notional outstanding USD OTC interest 
rate .swaps cleared b)' I.C1 1 SwapCidear. The 
trading volume and open interest (dr CDS 
iiulex futures hav’e declined since liiey were 
introduced in June 2013. 
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R.' l^ulaiorv Dcvclcjpincjils: (louiic il A< ii\iiic N 


Siiu < she (.oiuiril s 201 H annual report, financial reform progress inchided fun her sirrngihening 
( ' I spnai, Icvci age. and liquidity standards for financial institutions and risk-managenicut srundards 
t >! I M I '> idopi ion of the Volcker Rule, which generally prohibits banking entities i'rom engaging in 
proonesarv iraduig aiul limits their im’estmcnt in and sponsorship of private funds; rclineincnis of 
yxn'iodic su])ervis<.)ry and contpany-run stress tests; further impleinentaiion of the OLA: regulation of 
the (h’rivaLivcs markets to reduce risk and increase transparency; new standards to protect ttiorlgage 
horrotvers and reduce risks in the mortgage market; and other measures to enliance consumer and 
investor protection. 


In addiiioii, tiie (ionncil has rontintted to fulfill its mandate. In particular, (he (iounci! inatie 
determinations that three nonbatik financial companies will Ire subject to federal Reserve supervision 
anti enhanced prtidcnlial standards, pursuant to Section 113 of the Dodd-Frank. Act. The Connei! also 
continncfi in monitor potenlial risk-s to U-S. financial stability and serwd a.s a fortirn for discussion and 
coordination among the member agencies. 

The following is a discti.ssion of the significant financial regulatory reforms implemented by the Cound! 
and its member agencies since the Council's 2013 annual report. This .section covers: (1) the safety and 
soundness of financial iivstittiiions; (2) financial infrastructure, markets, and oversight; (3) con.sumer 
and investor protection; (4) «iata standards; and (.5) Council activities. A special topic in this section 
covers enhancements of the Council’s gjwernance and transparency. 

6.1 Safety and Soundness 

6.1.1 Enhanced Capital and Prudential Standards and Supervision 

Capital, leveragt), and Liquidity Standards 

The banking agnmeies have made siguificani: progres.s over the last: year in implementing capital, 
leverage, and liquidity standards. 

In July 2013, the federal Reserve, FDIC, and OCC issued rurw rules implementing the Basel III 
regulatory capital standards by establisiiing heightened mirumiim risk-based and leverage (:;ai:)icai 
rc<p.uremevits iCor banking orgatii/.aiious, creating a mechanism for c:ouruer-cyclical ca.i,>:ital buffers for 
periods of high credit growt h, liniiling capital distributions, and certain discretionary bonus payments 
if banking organizaliotis fail to maintain a capital conservation buffer, and removing references to and 
reliance on credit raiing.s in capital calculations. These nile.s apply to all insured depo.sitory institutions 
and to BIlCs and saving.s anti loan holding companies, with certain e\coptk)tis. These rule.s include a 
new minimum ratio of common equity tier 1 capita! to RW.Asof 4.3 pt'rcent and a common equity tier 
1 capita! conservation buffer of 2.5 percent of RWA-s. The rules also raise the miniinuin ratio of tier 
1 capital to RWAs from 4 percent to 6 percent. The rules maintain a total risk-based capital ratio of 8 
percent atui a tninirmim tier 1 ratio to total on-balance sheet a,s.se!s leverage ratio of 4 percent. For large. 
imcrtKiiiojialiy active banking organir-ations, the rules establish a minimum supplementary leverage 
ratio of 3 pci cem that is based on the international leverage ratio standard and takes into accoinu 
off-balance sheet exposures. 


Reguiatory Dex-eiepme-'its; Councli ActW 
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In ju]y 20i3, tiu; adopted aniendmenls to the broker-dealer financial responsibility rules that, asnoug 
other things, clarify that a broker-dealer providing securities lending and borrowing services is acting in a 
principal capacity for pur|>oses of the net capital rule, and thus subject to increased capital charges, unless 
the broker-dealer takes certain steps to disclaim principal liability. The SEC has also proposed to increase 
the minirnnin nei capital reqtiirement of certain large broker-dealers attd subject iliese firms to a nionthiy 
liqtiidily stress test to ensure that large broker-dealers have suflident lk[iiidity to survive a potential loss of 
funding in a licjuiditv stress event. 

In addition, in October 2013, the hanking agencies released a proposed rule that would establish a 
-Standardized liqnifliiy reqviircment through a LCR for large financial institutions, The requiretnctit would 
apply to Bi ICs and savings and loan holding companies without significant insurance or commercial 
operations and that are imernationally active — generally those with §250 billioti or tnore in total 
cotisoiidaled assets or SiO billion or more in on-baiance sheet foreign exposttre. Tlic rule would also apply to 
the consolidated insured depository institution subsidiaries of tliose companies with $!() billion or more in 
total consolidated assets. The rule would additionally apply to nonbank financial rompanie.s designated by 
the Council that do not have substantial insurance operations. The proposal also would apply a ies.s stringent, 
modified I..CR to BHGs and savings and loan holding companies withont significant insurance or coimnercial 
operations that are not inicrnaiionally active, but have more titan $50 billion iti total as.scts. The proposed 
requiremen! w^ouki be con.sisteni with the international LCR standard. The proposed rule would require 
institiuiotts to liiaititaiti highly liquid assets sttflicient to withstand a severe short-tenn, siandardized Uquidiiy 
sire.ss scenario, i hereby promoting the re.silience of their liquidity risk profile and improving the banking 
,sec(:or’.s ability to absorb sltocks arising from financial and ccotiomic s(res.s, as well as improvements in the 
measurement, and rnanagemem of liquidity risk. 

In February 2014, tlie Federal Reserve issued a final rule irnplentcttling enhanced prudential standards for 
U.S. BliCs and FBOs with total consolidated assets of §50 billion or more. For a Bl IC with total consolidated 
assets of §50 billion or more, the rule incorporates prcs'iously issued capital planning and .stress testing 
requirements and imposes enhanced liquidity requirements, enhanced risk-management requirements, and a 
dcbt-io-cquity limit for companies that the Goimeil determines pose a grave threat, to U.S, financial stability. 
For a FBO with total con.soiidated as.scts of §50 billion or more, ilte rule implements enhanced risk-based 
and leverage capital requirements, liquidity requirements, risk-management requirernenis, stres,s-test.ing 
requirenuMUs, and a debl-to-equiiy limit for companies that the Goundl determines pose a grave threat to 
U,.S, fitiandal stability, in addition, the rule require, s FBOs with U.S. non-branch assets <5f §.50 billion or more 
to form a U.S. intermediate holding company an<l imposes capital, liquidity, and other requirements on that 
entity. The rule also implements stress-testing requirements for FBOs and foreign savings and loan holding 
companies with total consolidated assets of more than $10 billion. In addition, the rule establishes a lisk- 
cominittee requirement for certain banking organizations. 

In April 2014, ihe Fedora! Reserve. FDIC, and OCC issued a final joint rtdo to .strengthen the .supplementary 
leverage ratio requireincnis for the largest, most interconnected U.S. BHCs, those with total consolidated 
assets greater than §700 bi!lio)\ or assets under custody greater than $10 trillion, and insured depository 
institution .subsidiaries of those BlICs. Under the rule, subsidiary insured depository institutions of tliese 
companies will be required to .satisfy a 6 percent supplementary leverage ratio requirement to be considered 
well capitalized under the agcncie.s' prompt correciiw action regulations. U.S. top-tier holding companies 
will be required to maintain a leverage buffer of at least 2 percent above the minimum stip{)lerneniary 
leverage ratio requirernoni of 3 percent, for a total requirement off) percent. The rule i.s intended to 
consiraiti tlio buildup of financial leverage at the largest banking organizations and place additional private 
capital ai risk before the Deposit Insurance Fund or government resolution mechanisms would need to be 
called upon. 

1 i FSOC // Annual Report 
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In 1 1 bni 11 ' 20 s i (lx I < d< i il Rv scrvt* issued a Hna! rule implementing enhanced prudeniial standards for 
1 1U)^ !(> ’ulp i'R!. ts( [h< itsdKncy of their operations. 

The Federal Reserve also issued au interim final ntle clarifying how uninsured U..S. brandies and agencies 
of foreign banks will be trcaicd under Section 716 of the Dodd-Frank Act, ako known as the “sw'aps push- 
oiu rule." f ile interim final rule jirovide-s lliat for purposes of Section 716, the term ‘‘insured de[)osito! y 
irisfitiiiion" includes any uninsured U.S. branch or agency of a foreign bank. Following the Federal Reserve's 
interim final rule, ilie OCC notified uninsured branches and agencies of foreign banks that they may request, 
a transition period under Section 716 from the OCC. The Federal Reserve finalized this rule in 
Dcceuibet 2013. 

The FDIC issuer! a finai rule regarding the treatment of deposits in foreign brandies of U.S. bank.s. 

Currently, under the Federal Deposit Insurance Act, funds deposited in foreign branches of U.S. l>ank.s are 
iKii considered deposits unless the funds are payable both In the foreign branch and in the United Stalc.s. 

A recent con.suitation paper issued by the U.K. Prudential Regulation Authority could result in some hirge 
U.S. banks changing their deposit agreements to make U.K. branch deposits payable in both the United 
Kingdom and United States, hi re.sponse, the FDKi in September 2013 issued a rule that clarifies that deposits 
in foreign branches of U.S. banks are not eligible for FDIC deposit insurance, although they may qualify as 
deposits for the purpose of the national depositor preference statute enacted in 1993. 

Emergency lending Aut.honty 

In December 2013, the Federal Reserve is.suecl propo.sed amendments to Regulation A. implementing the 
Dodd-Frank Act’.s amendments to Section 13(3) of the Federal Reserve .\ct. The amendments arc designed 
to ensure that, any emergency extension of credit or emergency lending program or facility established by the 
Federal Reserve is .solely for the purpose of providing liquidity to the financial system, and not to assist, failing 
financial insiicntions. . 

HisK-Management Standards for Designated FMUs 

As discussed in Section 5.6, the Dodd-Frank Act required the implementation of enhanced risk-management 
standards for designated FMUs, which take into consideration the relevant international standard.s. These 
international standards, the PFMIs, were i.ssuod in April 2012 by the Committee on Payment and Settlement 
Systems and IOSCO, The PFMIs harmonized, strengthened, and created new international risk management 
standards for systemically importiuit payment systems, central securities tlepositories, .securities .settlement 
systems, CCP.s, and trade rcpo.sitories, The PFMIs include standards for governance, credit risk management, 
margin and collateral, liquidity risk inanagcment, seirtement, clearing mendrer default management, and 
business and opei'ational risk, among others. 

The Council has designated eight FMUs as .systemicallv important, subjecting them to the enhanced 
regvtlatory and supervisory regime provided by Title VIH of the Dodd-Frank Act. The .supervisory agencies 
for the currently designaied FMUs (the Federal Reserve, CFTC, and SEC) are in various stages of rulemaking 
to implement enhanced risk-management standards for designated FMUs. The CFTC issued a final rule in 
November 2013 cvsiablishing enhanced ri.sk management standards for derivatives clearing organization.? 
designated as systcmicaliy important FMUs by the Council. The SEC's operational and risk-management 
standards for clearing agoncie.s, including clearing agencies that clear security-based swaps, came into effect 
iujamiary 2013. In March 2014, the SEC proposed additional standards that wemid be consistent with the 
PFMIs f(.ir clearing agencies designated as .systemically important FMUs by the Council. The Federal Reserve 
proposed rcvisioTi.s to its risk-managcmciu standards for designated FMUs other than those for which the 
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SEC or die CFTC is the supervisory agency in January 2014. Each of the supervisory agencies’ ruics or ride 
proposals are, while riot identical, based on and generally consistent with die PKMIs. 

6.1.2 VoickerRuie 

in December 2013, die Federal Resei've, OCC, FDIC, SEC, and CFTC issued tinal rules to irnplcmciit section. 
019 of the Dodd-Frank Act, commonly referred to as the Voicker Rule. The rtdernaking was coordlnaicd 
by Treasury, 'i'he linid rules, which include a single, common regulatory text, generally prohibit batiking 
end ties IVotn: (1) engaging in short-term proprietary trading in securities, derivatives, cormnodity futiire.s, 
and options on these instruments for their own account, and (2) owming, sponsoring, or having certain 
!ela!ionship.s widi hedge funds, private equity funds, and other covered funds. .4s required by .section 619 
of the Dodd-Frank yVet, the final rules provide exemptions for certain activities, including market, inaking- 
rciaicd activities, underwriting, risk-mitigating hedging, and trading in ccriaiit U.,S. and foreign governmem 
obligations, among others. In accordance with the Dodd-Frank Act, the final rules prohibit atiy activity, even 
if it vvonld othenvi.se be permitted, if it would inwlve a material conflict of interest, a material exposure lo 
high-risk a.sset.s or it aditig strategies, or a threat to the .safety and soundness of the banking entity or to U.S. 
financial stability. 

6.1 .3 Dodd-Frank Stress Tests and Comprehensive Capital Analysis and Review 

-Section t65(i) of llie Dodd-Frank Act requires two types of stre.ss tests. First, (he Federal Reserve mast 
conduct atinual .supervisory stress tests of BTICs with $50 billion or more in total consolidated assets and 
nonbank finaucial companies designated by the ConncU. Second, financial companies with more than $10 
billion in total consolidated as.sets must conduct annual stress tests, and BiKls w'ith .$50 billion, or more in 
total (.xm,solidated assets and nonbank financial companies designated by i.he tHouncil must also conduct 
.semi-annual company-run stress ce.sts. hi addition, the Federal Reserve conducts an annual CCAR, 

The results of company-run, mid-year stress tests were rdca-sed by certain banking organizations in 
September 2013, Also in September 2013, the Federal Reserve issued a rule providing a one-year transition 
period during which banking organizations with between $ 10 and $50 billion in total assets would not be 
required to reflect the Ba.scl HI capital rule in their .stress tost.s, 

In .November 2013, the Federal Reserve, FDIC, and OtXl issued the economic ami financial market scenarios 
used in the 2013 to 2014 stress te.sts and capital planning program. A tot.al of 30 BHCs and other financial 
institutions regulated by the Federal Reserve wiih cousoHdated assets of at lca.st $50 billion participated in the 
2013 to 2014 exercise, and the re.sulis of these stre.ss tests were released in March 2014, Tlic Federal Reserve 
approved the plans of 25 financial institutions in the CCAR. and objected to the plans of five firms — four 
ba.sed on qualitative conccrn.s, and one due to its inal>iHty to meet a minimum po.st-stress capital requirement. 
Following the initial CCAR results, the Federal Reserve required Rank of America Corporation to resubmit 
its capita! plan, as described in Section 5.3.1. All but two of die 30 CCAR participants are expected to build 
capital from (he second quarier of 2014 through the first quarter of 201.5. In the aggregate, the firms are 
expected to disiribute 40 percent less than their projected net income during the same ]>eriod. 

Inslitmions with $.50 billion or more that are subject to the Federal Re.scrve, FDIC, and OCC company-run 
stress test rules began their second stress test cycle in 2013. Instimtion.s with .$10 to £50 billion in assets began 
(heir first stre.ss rest cycle in 2013. These midsize institutions are not required to publicly di.sclose their 201.3 
to 2014 .stress test results; public disclosures will begin in June 2015 with the results of the 2014 to 2015 stress 
tests. 

In Marrii 2014, tlie Federal Reserve published a final rule providing that no hanking organization would 
bo required to calcnlaie its regulatory- capital ratios using the Basel III advanced approaches until tlie 20)5 
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!() 2016 -stress te.siing cyck'. Also in Marcli 2014, ihe Federal Reserve, FDIC, and OCC issiicd stress testing 
guidance for in.stiimions with $10 to $50 billion in assets. 

6.1 ,4 Resolution Plans and Orderly Liquidation Authority 


l lid..! the {Kline work of the Dodd-Frank Act, bankruptcy is the preferred option in the event, of the failure of 
a [liiaueiai coinpanv. Section ]f>r)(tl) of the Dodd-Frank Act requires nonbank financial companies desiguated 
In th> (. ouucil {oi supervision by flic Federal Rcsen^c and BHCs (including FBOs that are, or are treated as, 
BIK s) with ioui! eonsolidated assets of $50 billion or more to report periodkaJly to the Federal Reserve, the 
1 Die, an<l the Coiuici! with plans — also referred to as living wills— for their rapid and orderly resolution 
ii'idf 1 !ht I S Banknipicy Cotle in ilie event of material fitiancia! distress or failure. The Federal Reserve 
and the I DK. inu.st review each plan and ntay jointly determine that the plan is not credible or would not 
i'acilitaie an orderly resohition of the company under the TJ.S. Bankruptcy Code. If the Federal Re-serve 
aiif! the FDIC make .sucii a Joini. determination, then the company must resubmit its plan wiili revisions 
demonstrating that the plan is credible and would result in an orderly resolution under the Bankruptcy Cerde, 
ijicluding any proposed changes in business operations and corporate structure to facilitate implementation 
of t he plan, !n November 2011, the Federal Reserve and the FDIC published a joint final rule implementing 
tire re-solution plan, requirotnent. 

Elevcm of the large.st, most complex institutions submitter! initial plans in 2012 and revised plans in 2013. 
During 2013, an additional 120 insiitmions subject to the rule at that time submitted initial plans. The public 
portions of each resolution plan were jmblished on the Federal Reserve's and the FDIC’s websites. In 2013, 
the Council designated Ihree nonhank finamda] companies for Federal Re.serve supervision, and these firm.s 
will submit initial resolution plans in 2014. 

Following the review of the 11 plan.s submitted in 2012, the Federal Reserve and the FDIC Lssued guidance for 
those firm.s conceniiitg information tluti should be included in their 2013 resolution plan submissions. The 
guidance iclentifiod significant ob.stacles to rapid and orderly resohuion for the firms to consider and address, 
including delineating the actions or .steps the company has taken or pixipose,s to take to remediate or to 
otherwi.se mitigate each obstacle, and providing a timeline h.»r proposed action.s, as necessary. 

The significant ob.stacles identified in the guidance were; 

• Multiple competing insolvencies; The risk of discontinuity of critical operations, ari.sing from 
operation.s in multiple juri,stiiciion.s. 

• Glol>al cooperation; T he risk that lack of cooperation could lead to ring fenclirg of assets. 

• Operation, s and interconnectedness: The risk that critical seiwices provided by an affiliate or thini 
party might be interrupted, 

“ Counterparty actions: The risk that derivative and other counterparty actions may lead to systemic 
market disruption. 

• Funding at id liquidity; The vi.sk of having insufficient liquidity to maintain critical operations. 

Orderly Liquidation .Aiithorily 

In cases where i csolniion of a financial company tinder the Bankruptcy Code may re.snh in serion.s adverse 
effects Oil fiiiancia! stability in tlse United Sfate-s, the OLA set out in Title II of the Dodd-Frank Act serves 
as the last resort alternative. Under the Dodd-Frank Art, the Federal Reserve, and another Fmancial 
regulatory agency specified iiy the Dodri-Frank Act (either the FDIC, the SEC, or FKl) must, make written 
recommendations to the Secretary of the Treasury^ who must then make certain determinations in order to 
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invoke ilie OLA, These include delennining that the company is in dcfaull or danger of default; tluU failure 
of the company and its resolution under other law, including bankruptcy, would have seriotis adverse effects 
on LfS. finatieial s! ability; and that no private sector alternative is available to prevent the default of the 
coinpanv. 

rite FDIC is developing a strategic approach, the SPOE, to carr)' out the OLA when resolving a finandal 
couipaiiY. Under SPOE, the EDIC would be appointed receiver only of the top-tier parent holding company of 
a financial group lipoj) the completion of the recomtnendation, detcriniiuiticni. and ex[>edited judicial r<!view 
process s(“t forth in Title 11. The FDIC would organize a temporary bridge nitaneial company and transfcir 
to it iisseis IVotn the receivership estate — -including the failed holding cotnpauy's investments in and loans 
to subsidiaries. The FDIC wottld oversee operations of the bridge financial company and retain control over 
higli-icve! key matters of its governance, impose lo.sses on shareholders aitd un,st'eured crediioi s, and replace 
culpable senior management. 

The FDIC w«>ujd appoint a board of directors and nominate a new chief exeemive officer and other key 
maiiagers to operate the bridge financial company under the FDIC’s oversight. The company may be 
restructured by shrinking Inisinesscs, breaking the company into smaller entities, liquidating as.scts, or 
dosing op(‘rations to ensure that the resulting entities could be resolved in bankruptcy. 

During tlio operation of the bridge finandal company, the healthy .subsidiaries of the company would remain 
open, proteeiitig against contagion in the financial system by maintaining continuity of services, At the .same 
lime, SPOE would protect against moral hazard by holding the failed company’, s .shareholders, management, 
and creditors, accountable for its failure. In December 2013, the FDIC approved a Federal Register Notice for 
public comtnerii that provides greater detail on SPOE. 

international Coordinafion or? Resolution under the OLA 

Advance planning and cross-border coordination for rc.solution of G-SIFls are essential to minimize 
di-sruptions to global financial nmrk«‘i.s; Fhe FDIC and the HoF, in conjunction with prudential regulators 
in their respective Juri.sdic!ions, are developing conungcncy plans for the failure of a G-SIFI with operations 
in the United States and the United Kingdom. In December 2013, building on their joint policy paper on 
resolttiion strategies released in 2012, the FDIC and the RoE, in conjunction with the Prudential Regulation 
Authority, the Federal Reserve, and the FRHNY, held a tabletop ex<?rclse exploring cross-border is.sues and 
mitigating actions that regulators could take in case of a resolution. 

The FDIC and the European Commission have established ajoint working group to focus on rc.solution 
and deposit insurance is.siie.s. In 2013, the \«)rkmg group convened twice, and staff collaboration has been 
ongoing. 

in 2013, the FDIC also collaborated with regulators in Switzerland, Germany, and Japan to di.scuss cross- 
border issttes and impediments aflecting the resolution of (f-SIFls. They will continue this work in 2014. with 
tabletop exercises. 

In a demonstration of cross-border cooperation, the FDIC, the BoE, the Swiss Financial Market Supervisory 
Autiiority, and tlic German Federal Financial Supervisory Authority signed a November 20 13 joint letter to 
the International Swaps and Derivatives Association (ISDA). This letter encouraged ISDA to revise derivatives 
coniract.s to aiuiiori/e the short-term suspension of early termination rights and other remedies in the event 
of a C-SIFI resolution. Such changes are intended to permit the exercise of ail applicable types of resolution 
powers wilhout resulting in a disorderly termination of derivatives contracts. 
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6,1.5 insurance 

FiO, stale regulaiors and, as of October 2013, the Federal Reserve, are members of the Iniersialionai 
Association of Insurance Supervisors (lAIS). FIO’s director and two state regulators serve on the 
lAIS's Executive (ionuniitce. 


Through service on the lAIS's Financial Stability Committee, FIO, the NAIC, and state regulators 
have participated extensively iii the process of identifying global systemically important insurers 
(G-SIls) and the policy measures to be applied to any such designated insurer. The FSB, wliich 
was tasked by the (i-2() to identify G-SIIs, delegated the development of a methodology and policy 
nieasnrcs for G-SIIs to liie lAIS. On jn!y 18, 2013, the FSB, in consultation with tlie lAlS, identihed 
an initial list of nine G-SIls that included three U.S.-based insurers; however, a decision on the CESII 
status of nnyor reinsurers was deferred muil November 2014. In July 2013, the lAlS also published, 
and the FSB endorsed, a set of policy measures that will apply to G-SIIs, including enhanced 
group-tvide supervision, recovery and resohttion planning, and higher loss absorbency (IIL.A) 
requirements. 

in tlie absence of an international capital standard for insurance companies, the FSB also called 
upon the I A IS to develo[) two .separate capital measures. The first, straightforward backstop capital 
requirements (BCR), will serve as a foundation for IILA requirements for G-Slls. The second i.s a 
quantitative insurance capita! standard (ICS) that 'will be part of the lAIS’s Common Framework 
for the Supervision of Intcrnaiionaily Active Insurance Groups. The lAIS’s Technical Committee 
direct.s the development of this integrated, multilateral, and multidisciplinary framework for the 
group-wide supervision of internationally active insurance groups, FIO. state rcgulator.s (through 
the NAIC), and the Federal Reserve have been participating actively in the lAIS task force charged 
with developing ar\d testing the BCR and ICS. 'I’hc lAIS will develop and propose a BCR to the FSB 
by late 2014 and will propose HLA by the end of 2015, with implementation of both to begin Janiuiry 
2019. The ICS will Ik- developed by the end of 2016, and will be held tested through 2018 in advance 
of impletnentalion in 2019. 

Title V of the Dodd-Frank Act established FIO and directed it to study and report on how to 
rnoderni/e and improve the system of insurance regulation in (he United Slates. .After extensive 
study and consultation, the report was relea.sed in December 2013 and concluded that the United 
States should build on the existing hybrid model of in.surance regulation, incorporating .state 
regulation with a federal role, where necessary. Accordingly, the report recommends how the U.S, 
system of in.surance regulation can be modernized and improved by a combination of steps by the 
states and certain actions !>y the federal government. Specifically, the report highlights tluee areas 
of note witere FIO concluded that federal involvement is warranted; development of intenrational 
insurance rcgukuoi y standards; topics for rvhich national uniformity is an appropriate standard 
and topics of national itucrest for which federal involvement is ncce.ssary; and oversight of mortgage 
in.surance. 

Since eariv 20)2, FIO, .state regulators (through the NAIC), the European Commission, and the 
European insurance, and Occupational Pensions Authority haw participated In a project to increase 
mutual understanding and enhance ctmperation betvyeen the EU and the United States in order 
to promote business opjjortunity, consumer protection, and effective .supervi.sion. After focusing 
on gap analysis througii 2012, the focus of the project shifted in 2013 to profes-sionai secrecy and 
confideruialitv, solvency and capital requirements, and reinsurance and collateral requirements. 

With the lAIS developinetits and the finalization of the FXl's oversight regime (Solvency II), new 
areas will !)t:’ focused on in 2014. 
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SiHtc iiisvirancc rcgulalors, through the NAIC, continue work on updating the insurance iitsanciai soivency 
framework and to refine existing accounting, reporting, valuation, and risk-based capital retjuirenieiUs. Stales 
conliiiue to adopt various NAIC models or updated models related to the Solvency Modernization Initiative, 
inchiding the revised Credit for Reinsurance Model Law and Regulation, the revised Model Insurance 
1 loiding Company System Regulatory Act (including the enterprise risk report), the Standard Valuation Larv 
to implement principles-based reserving, and the Risk Management and Own Risk and Solvency Assessnienl. 
Model Law, which was adopted by the NAIC in 2012 to establish the Otvn Risk and Solvency Assessrneitt 
filing requireriienl, hi adrlition. state insurance regulators continue to build on various aspects of these 
projects through implementation efforts at the NAIC. This includes the NAlC's approval of foitr intcrnauoiial 
supervisory authorities a.s conditional qualified jurisdictions under the Process lor Developing and 
Maintaining the N'AIC last, of Qualified jurisdictions, and the rollout of the N'AIC’s Reinsurance Financial 
Analysis (E) Working Group, which among other things coordinates multi-.state cilorts in reviewing and 
addressing issues related to certified reinsurers. 

The Council also will rontirme to monitor relevant, domestic and international financial regulatory proposals 
iiud developments involving hisurance. 

6.1.6 Mortgage-rBlatBd Litigation and Settlements 

Federal and stale agencies reached several significant settlements in 2013 with financial in.stitufions, including 
some relating to the sale of mortgage securities. 

Ik'ginning in Jatmary 2013, 15 mortgage servicing companies .subi<!ct to enforcement actions for deficient 
practices in mortgage loan .servicing and foreclosure processing reached seulcments with the OCC and 
the Federal Reserve to provide approximately $3.9 billion in direct cash paymems to borrowers and 
approximately Sh i billion in other foreclosure preveniion assbfance, such as loan jiiodifications and the 
forgivenoss of deficiency judgments. For participating servicers, fulfillmcut of these agreements sati.s('ics the 
foieclosurt! file revif'w nttpiirenurnts <->1' enforcement act ions issuetl h\’ the GtKT Federal Res<n\'e, and Office 
of Thrift Supervision in 2011 and 2012. In addition, in December 2013, the CFPIL together with authorilies in 
49 states and the District of Columbia, enteretl into a settlement with the country’s largest nonbauk mortgage 
loan servicer, requiring it to provide consumer refunds atvd $2 billion in loan modification relief, 

Since January 2013, there have been setiiemenfs totaling more than $17 billion in eight lawsuits filed by FHFA 
relating to financial institutions’ .sale.s ofmongage .securities to Fannie Mae and Freddie Mac. The iarge.st of 
these settiemeius were .$0.3 billion by Bank of .\inerka, $4.0 billion hy JPMorgan, ,$1,9 billion by Deutsche 
Bank, and $1,3 billion by Morgan Sianlcy. 

Also, in October 2013, the Justice Department announced a $13 l>i!lion settlement withJPMorgan to resolve 
federal and state civil claims ari.sing out of the packaging, marketing, sate, anti issuance of residential 
mortgage-backed securities (RMBS) byJPMorgiin, Bear Steams, and Washington Mutual prior to January 
1, 2009. or the .$13 billion, .$9 billion win be paid to settle federal and .state civil claims by federal agencies 
and several slates related to RMBS. This $13 billion settlement also includes JPMorgans seiilement with the 
FI fFA iliat requires it to pay out $4 billion in the form of relief to aid con.sumers harmed by the conduct of 
JPMorgan, Bear Stearns, and Washington Mutual. 

In 2013, the SKC continued its pursuit of financial institutions that misled investors in connection with the 
.sale of MBS. Tlie SF.C bnmght actions against large financial insliunion.s such as Bank of America and ihc 
Royal Bank of .Scotlaml for tJieir roles in the issuance of RMBS. The SF.C also fiicd <.'hai'gc.s against broker- 
tiealers, coilaieral managers, and their principals for fraud in connection with the sin ictu ring and sale of 
billions of dollars of collateralized debt obligations. 
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6.2 Financial Infrastructure, Markets, and Oversight 

6.2.1 Over-the-counter Derivatives Hetorm 

Title MI of the Dodd-Frank Aci. o.stablishes a comprehensive new regulator)’ framework ibr swup.s 
and security-based swaps, Amoitg other things, the legislation: (1) provides for the registration and 
romprelicnsive regulation ol'swap dealers, security-based swap dealers, major sw’ap parliripants (MSPs), 
and major .seciirify-based swap participants; (2) imposes clearing and trade execution rcciuireinents 
on .standardized derivatives products; and (3) creates robust recordkeeping and real-time reporting 
requirements with respect to swaps and security-based swaps. Tide VII also provides for greater pre-trade and 
post-trade iranspareaicy in rite stvap.s and securiiy-ljased swaps markets. Under Tide VH, liie CFTU rcgiilates 
‘‘swaps,” the SEC regulates “.securitv-based swaps,” and the CFTC and SEC jointly regulate "tnixcci swaps.” 

A nttmbcr of elemenis of the CFTC’s swap.s regulatory regime became effective over the past year. The CFTC 
continued to phase in if.s inipletneniadon of the clearing mandate for certain standardized index CDS and 
interest rale swa[).s. The clearing requirement wus implemented in March 2013 for swap dealers, MSFs, and 
private funds active iti the swaps market; in June 2013 for entitic.s including commodity pools and private 
funds other than aciive fmitls; and in September 2013 for all other entities. The CFTC also adoptcil a final 
rtde in April 2013 c.x('nipt.ing swajrs betwoeii certain affiliated entities within a corporate group from the 
.mandatory clearing requircmeni. 

An important milestone for increased transparency in the .swaps market was achieved in May 201 3 when llie 
CFTC adopted final rules impienienting the cure principles and other requiremetits for .SEFs, where swap 
contracts may be .!i.sted for trading. At the same time, the CFTC also issued rules establishing llie process by 
which a designated contract market or a SEF can submit a determination that a swap has been made available 
for trading for purposes of the trade execution mandate. 

Over the past year, the CFTC also took significant actions to begin implementing the international regulatory 
framework for ,sw'ap.s. In July 2013, the CFTC and the European Commission announced a “Path Forward” 
regarding their joint understandings on a package of measures for how to approach cro.ss-bordcr clerivative.s. 
In the same month, the CFTC issued a final interpretive gtHdaitc.e and policy statement regarding tlie 
application of the CFTC's swap regnlaiory regime to cross-border activities. In December 2013, the CFTC 
issued broad comparability determinations, covering a range of Dodd-Frank Act requirements, for a number 
of foreign jurisdictions, These comparability dciermina!ion.s would permit eligible swap counterparties to 
comply with local requirements rather than the <:orrc.sponding Dodd-Frank Act rcqinrtrmont,s in cases where 
substituted compliance is available. 

Other .significant CFTC actions include a final interpretive .statement issued in May 2013 providing guidance 
on siau.it.ory provisions prohibiting certain disruptive trading, practices, or coiiduci. In November 2013, the 
CFTC Issued final rtiles imposing requiremeni-s on -swap dealers and M.SPs with respect to the iTeattnont 
of collateral posted by their counterparties to margin, guarantee, or secure uncleared swaps. Finally, in 
December 2013, the CFTC i.ssued proposed rules to establish speculative position limits for 28 exempt and 
agricultural commodity futures and option contracts, and physical commodity swaps that arc “economically 
equivalent” to such contracts, 

Tlie SEC also lias liegtin the first major phase of security-based .swap regulation. In May 2013, the .SEC isstted 
comprcliensive ].>! opo,sed I'ules and propo.scd interpretations on cross-border security-based swap activities, 
Thi,s proposal covers registration requirements for security-based sw’ap dealers and major security-based 
swap pariicipanis; transaction-related requirements such as the reporting, di-ssemination, clearing, and trade 
execution ol'securily-ba.sed swap.s; exceptions to registration requirements; and the re-proposal of Regulation 
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SBSR (for ,secui i(y-b;tsed swap reponing), which provides for the reporting and disseininalion of security- 
based swap inforinvitiou. In addition, in April 2014, the SEC proposed rules {'or security-based swap dealers 
and major security-based SH'ap market participants, as required by the Dodd-Frank Act. The proposed rules 
cover recordkeeping, reponing, and notification requirement.s for .sectiriiv-based swap dealers and major 
.security-based swap participants and would establish additional recordkeeping requirements for broker- 
dealers to account for their security-based swap activities. 

FinaJly, in September of 2013, the Basel Committee on Banking Supervision and lO.SCO'.s working group on 
niargin requiretmmts velea.sed the final policy framework on mininmni standards for margin requirements 
fur non-centrally cleared deriratives. The framework is designed to reduce risks related to OTC derivatives 
iiiarkel.s and provide firms with appropriate incentives for central clearing while managing tlm liquidity 
impact of the requirements. The CFTC. vSEG, Federal Reserve, FDIC, OCC, FI IFA, and Farm Credit 
Administration are working to implement rules that are generally consistent with this policy fraraetvork and 
the Dodd-Fratik Act. 

6.2.2 Securitization Reform 

hi August 2013. the Federal Reseiwe, OCC, FDIC, FHFA, SEC, and HUD re-proptiscd a rule from 2011 
to implement the rctpiircment under the Dodd-Frank Act for securitizers to retain risk in the assets they 
securitize. The rulemaking is coordinated by Treasury. The risk-retenikm requirement is intended better to 
align the interests of securitizers and investors, and provide a strtmg incentive for securitizers to monitor the 
credit quality and underwriting of assets they securitize. 

Under the Dodd-Frank Act, the rule must generally provide that securitizers must retain at least 5 percent 
of the credit risk for the asset.s tolhueralizing any ABS tliai they issue, unless the securitized a.ssets or 
the transaction qualify for an exemption. Consistent with the statute, the reproposal would establish 
underwriting standards for QRMs, which would be exempt from the risk-retention requirements. The 
reproposal would provide sponsors of ABS with various options for meeting the risk retention requirements. 
The rtew propo,sal woukl provide for the QRM definiiioti to equal the defitntiou of “qualified mortgage’’ 
(QM) establi-shed by the CFPB in 2013. The reproposal also requested comment on an alternative definition 
of QRM that would include certain underwriting standaixls in addition to the QM criteria. 

6.2.3 Money Market Mutual Fund Reform 

In June 2013, the SEC propo.sed further reforms for the regulation of MMFs. The reforms were intended to 
make .MMFs le.ss suscojjtible to runs (hat could tiircateu i'nuourial stability an<l harm investors. 'I'he SEC’s 
proposal includes two principal reforms that could be adopted alone or in combination, One alternative 
would require a floating N.-W for jnime institutional .MMFs. Tlie other aiternadve would allow the use of 
iicjuidity fees and redernjMion gates in limes of stress. The proposal also includes additional diversification, 
disdo.sure, and stress ic-sting measures that would apply under citlier akcruativc, The public comment period 
has closed, and ilie .SEC is cmTently reviewing the comment.s and working to develop a final rule. 

Tlic SEC began cvaUiating the need for MMF refonn after the Re.servc Primary Fund “broke the buck’’ at 
the height of the financial cri.sis in .September 2008. In 2010, the SEC adopted reforms enhancing the risk- 
limiting con(Ution,s on MMFs by reducing maturities, improving credit quality and imposing new liquidity 
requirements. The SEC’s proposed rules would supplement the 2010 refonxis. in November 2012, the 
Council issited for public comment a proposed recommendation tluu the SFX'. implement structura! reform.s 
to mitigate the vulnerability of MMFs to runs. The Council’s proposed rccotumcndaiion was issued under 
Seciitm 120 of the Dodd-Frank .Act. Under Section 120, if the Council determines that a financial -activity 
or pranicc eonducied by BI ICs or nonbank financial companies cotdd create or increase the risk of certain 
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problems spreading among financial companies or markets, the Councii may, after seeking iJiiblic conuncni, 
issue reconinicudal ions to the reievani regulator to apply new or heightened standards or safeguards. 

6.2.4 Credit Rating Reforms 

xSecfion 9‘59A of the Dodd-Frank Act requires each federal agency to modify its regulations to remove any 
reference to, or requiremenl of reliance on, credit ratings and to substitute in its regulations a standard of 
credit-worthiness that the agency detennines is appropriate. In 2013, agencie.s including the FDIG, Federal 
Reserve, NCUA, OC.iC, SF,C, and the Interna! Rewnue Service continued to implement this requirement 
by amending their ruU’.s, Rreviousiy, other agencie.s including the CFTC and FHFA had adopted rules 
inipiemetuing Section 9.39.A, 

6.2.5 Accounting Standards 

In December 2012, the Financial Accouriiing Standards Board (R^SB) issued for public comment a proposal 
to improve iinancial reporting by moving lo an expected credit loss mode! for loans and other linancial 
asset-s. The proposal, F'inancia! Instrumcnis — Credit Losses (Subtopic 825-15), is intended to require more 
timely recognition of credit lo.s.ses, while also providing additional transparency about credit risk. Currently, 
under U.S. GAAP, credit lossc.s arc generally not reflected in financial statements until it is ])robabIc that the 
iossc.s have been incurred. Und<‘r the [rroposal, a firm’s balance sheet would relied management's current, 
estimate ol expected credit losse.s ai the reporting date (a.s an allow'ancc for credit io.sscs). and the income 
statement would rcfled all changes in expected credit losses (as a provision for credit losses). The FASB‘.s final 
standard i.s expected to be issued by the end of 2014. While the FASB’s and the International Accounting 
Standards Board’s (lASB) approaches on expected credit losses will not be converged, the final standards will 
represent a .sigiiiftcaiu chatige from the current incurred loss credit impairment model. 

In February 2013, the FASB issued for ptiblic coinment a proposal to improve financial reporting by providing 
a comprehensive framework for classifying and measuring financial instruments. Under the proposal, tint 
dassification aiifi inea,surement of a financial asset would be based on the asset’s cash flow characteristics and 
the entity’s bu.sines,s model for managing the asset. In November 2012, the lASB had proposed amendments 
to its fjirancial instruments accounting standards that wotild also (ia.s.stfy and measure fitianciai assets 
based on cash flow eharaeierisfics and hnsincss model as,sessmrnts. although some parts of tite two boards’ 
propo.sals differed. However, in Decenvber 2013 and January 2014, tiic FASB decided that it would not 
continue to pursue the propo.sed contractual cash flow characteristics and bu.sines.s model a.ssessmenis. In 
March 2014, the FASB decided to retain the separate models in existing U.S. GAAP for determining the 
da-ssificatiun t.)!' loans ami securities, but directed .staff to analyze w'hetliei chatigos are needed to the currem, 
definition of a .serairity. Tlie FASB's final standard is expected to be issued by the end of 2014. 

In May 2013, llic FASB, Jointly with the lASB, issued a revised proposal for public comment to incretise 
tran.sparency and comparabitiiy among organizaiions that lease assets (as lessor or lessee), updating a joii.it 
proposal from August 2010. The revised proposal would create a new approach to lease accounting, the core 
principle of which would be that both a ie.ssce and a le.ssor organization should recognize a.ssct.s and liabilities 
arising from a lease on the balance sheet. Existing lease accounting standards have been criticized for failing 
to meet the needs of linancial .siaiemems n.sers. In March 2014. the FASB and lASB began redeliberations on 
the revised proposal and real'll rme<l that all leases would be recognized on the balance sheet by les.sees, while 
current !cs.sor accountitig would remain substantially unchanged. How'cver, based on (he FASB's decisions, 
most exi,sting operating iease,s would continue lo have straight-line expense ami most existing capita! lease.s 
woitid eonlinue to liavc accelerated lease expense. The boards will continue redelibcrations during 2014 lo 
try and reach a convergetl solution. 
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’ilit' FASR und ihc iASB also are hi the process of fiiializhig standards on reveiiuc recognition. IJ.S. GAAP 
comprises broad revenue recognition concepts and numerous requirements for particnUir iiKiustrics or 
trajisactions that can result in different accounting for economically similar transaclion.s. Iniernaiioual 
Financial Reporting Standards have fewer requirements on revenue recognition. To resolve ihe.se 
inconsistencies, the F.ASB and the IASB initialed a joint project to develop a common revenue standard 
for U.S. CiA.AP and International Financial Reporting Standards. The initial proposal to amend revenue 
recognition rules was is.sticd injune 2010. .After receiving comments, an amended exposure draft wa.s is.sued 
in November 201 1 , and ytroposed amendments to U.S. GAAP were released in January 2012. In November 
20KF ilie F.ASB coiupleted its discussions on revenue recognition, and a fina! stavidvird is expected to lx- 
is.sncd in the first half of 2014. 

In June 201S. i he FASB issued for public comment a proposal to improve the financial reporting of 
insurance cotnra< is. The proposal would have required contract that transfer signihc.ant ittsttrance risk to 
!)(=■ accounted for in a similar manner, regaixiless of the type of institution issuing the contract. In contrast, 
existing U.S, GAAP for insurance contracts only applies if the entity providing insurance i.s an insurance 
company. The IASB also issued an Insurance proposal in june 201S that is similar in some respects to the 
FASB proposal. The F.ASB began redclibcratlons on its proposal in February 201-1 and. in light of feedback, 
decided to limit the scope of the project to insurance entities as described in existing U.S, GA.AP and to focus 
on making targeted improvernems to existing U.S. GAAP. A completion date for the project has not been 
established. 

6.3 Consumer and Investor Protection 

6,3.1 Mortgage Transactions and Housing 

In December 201S, the CFPB published a final rule and forms that comhine several federal disclosures that 
a consumer receives in connection with applying for and closing on a mortgage loan under Regulation Z 
(which implements the Truth in Lending .Act (T1 LA)) and Roguiatlon X (which implements the Real Estate 
Seillemcnt Procedures Act (RESPA)). 

For more than SO years, fcdcrai law has required a lender to provide different sets of disclosures to a 
consumer who applies for and closes on a mortgage loan: one under TILA and the other under RESPA. Two 
di fferent federal agcncie.s separately had developed the required disclosures. The information on the TILA 
and RESPA disclosure forms is overlapping and the langtiage is inconsistent. Pursuant to a mandate in the 
Dodd-Frank Act, the CFPB integrated the mortgage loan disclo.surcs required under TILA and RESPA. After 
engaging in extensive consumer and industry otureach and testing and con.sidering the comments on the 
proposed rule, the CFPB is.sttcd the integrated disclosures in a final rule. 

The ftnal rule also provide.? a detailed explanation of how the forms shottkl ho filled out and tised. The first 
new form, called the Loan Estimate, is designed to provide iirformation to a consumer w’hen the consumer 
applies for a mortgage loan so that the consumer can understand the key feature.s, costs, and risks of the 
loan. The I ,oan E.stimaie fornt must be sent to the consumer no later than three business days after the 
creditor receives the con.sumer’s application. The second new form, called the Closing Disdosurc, is designed 
to provide information to a consumer to understand all of the costs of the mortgage loan tran.saction, atid 
must be providetl to the consumer no later than three business days prior to dosirtg on the loan, 

In developing the Loan Estimate and Closing Disclosure forms, the CFPB reconciled the differences between 
the existing TILA and RE.SP.A disclosures, and combined several other mandated disclosures, itiduding 
an appraisal notice under the Equal Credit Opportunity Act and a servicing application discU.isure under 
RESPA. The rule also make.s certain changes to reduce the risk that consumers will be surprised at the 
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ckwing uthlc. These changes include requiring that closing information be provided three days in advance 
and placing certain furtijer resirictious on increases in charges disclosed on the lasaii Estimate. The hna! 
nde is effective on August. 1, 2015, and applies to transactions for which the creditor or inorigagc broker 
receives an application on or after that date, subject to certain exceptions. 

In January 201 3, the CFPB issued several rules implementing new consumer protections {or the mortgage 
nnuket as inandaled iii the Dodd-Frank Act. First, the CFPB issued a final rule, known as the ability-to- 
repay/QM rule, implementing a requirement of the Dodd-Frank 2 Act tliat creditors make a rea.sonablc, 
good-faitli determination at the time of consummation that a consumer has a reasonable ability to repay 
a mortgage. The ahi!iiv-to-repay/QM rule is designed, in part, to promote the stability oi' the fitiaucial 
system by aligning tlic consumer's interest in obtaining a loan that he or she can afford with the lender’s 
isiterest in originating a loati that is a viable as.set. The abillty-to-repav requirements contained in tlie CFPB's 
Regnhuion Z g<MU‘raliv j)rohibii a tnartliior from using unver'ified information about a consumer’s incottte 
and debt and from underwriting a loan based only on low “teaser” rates. Certain mortgages, called QMs, 
tliai meet .specific criteria .set forth in the rule are entitled to a pre.sum|>iion of roinpliauce with the abiliry- 
to-re])ay requiremeuLs. .A QM that i.s a higher-priced mortgage loan is .subject to a rebuttable presiutspiion of 
compliance, while a QM that i.s not higher priced receives a safe harbor from a claim alleging a violation of 
the abiUiy-to-rcpay requirement-s. 

The CFPB rules generally require that a consumer’s backend debl-to-income (DTI) ratio may not exceed 43 
percent for a QM., with some e.xcepiions. lit partietdar, to help ensure access to credit while the market adjusts 
to the new regulations, lire CFPB rules provide that for the next .several years, certain loairs that are eligible 
for purchase, guarantee, or ivj.surance by the government sponsored entities and certain federal agencies 
shall be deemed QMs even if the DTI ratio cxcecd.s 43 percent. 

The CFPB .subsequently amended the ability-t.o-repay rule in 2013, so as to exempt certain creditors and 
lending programs from the abiliiy-io-rcpay requirements, facilitate compliance by and to preserve access 
to credit from small creditors, and modify the requirements regarding the inclusion of loan originator 
compensation in the QM 3 percent points and fees cap. In pariicular. the CFPB adopted exemptiotis from the 
at>ijiiy-u>repay requirements for creditors designate*! by re.naiii fedej al government agencies under specified 
communii y developmeiu lending programs, as well as for creditors <lesignated as nonprofit organi/ations that, 
extend credit secured by a dwelling no more than 200 times annually, provide credit only to low-to-moderaie 
income consumers, and follow their own written procedures to determine that consumers have a reasonable 
ability to repay their loan.s. 

Among otlicr amenciments designed to presen e access to credit for custotners of .small creditors, the CFPB 
rai,sed the threshold for determining when a QM is deemed to be a higher-priced mortgage. This amendment 
expands t he ability of small creditors to receive the safe harbor under the abiliiy-io-rcpay requirements. The 
amendmems also exempt a small creditor from the 43 percent DTI requirement for QMs die creditor hol(i.s 
in its portfolio, .so long as the creditor considens DTI ratios or residual income according to its own internal 
criteria. Finally, in October 2013 the CFPB, Federal Resejv'e, FDIC, NCUA, and OCC issued interagency 
guidance to address issttes regarding fair lending risks associated with offering only QMs. 

Uuder ilie new rtilc-s, certain loans eligible for purchase by Fannie Mae and Freddie Mac will be deemed 
QMs under the temporary QM catc'gory described above. These loans need not meet tlic 43 [)ercent DTI 
ratio ca|.). I lowevei, a Jumbo loan generally may receive QM status only if that loan meets the 43 percent 
DTI requiremcni, and a loan with certain product features or with points and fees in excess of the general 
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3 pt'fceiiL cap i.s not eligible for QM stains. In response to the CFPB's rules, FIIFA dirccled Fannie Mae and 
Freddie Mac lo refrain from purchasing a loan that is subject to the “ability to repay" ride if the loan is not 
I'uily arnoni/.ing, has a term of longer than 30 years, or includes points and lees in excess of 3 percent of 
Uie tola! loan amount generally. Effectively, this means that Fannie Mae and Freddie Mac may not purchase 
inlcrest-oniy loans, loans with 40-year terms, or those with points and fees exceeding the thresholds 
established by the rule. 

The CFPB’s rules also address concerns with regard to sendeers’ policies and procedures regardiiig 
recordkeeping, servicing transfers, loss mitigation, and other topics, The new rules generaUy require that 
servicers provide con,sistcnt monthly statements, expand and improve their information request and error 
resolution procedures, and provide certain disclosures to consumers before imposing force-placed insurance. 
The new rule.s also direct servicers to improve communications with borrowers who arc having difficulty 
repaying their loans. Servicers must reach out to troubled borrowers within 36 days of delinquency, provide 
contiiniiiy of coniacl with (rained personnel, and process applications for loan modifications and other 
foreclosure relief consistent with specified timelines and procedures. 

In |amu\ry 2013, the CFPB also is.sued mortgage servicing rule,s to implement several protections mandated 
by the Dodd-Frank Act. Over the course of 2013, the CFPB amended certain provisions of the mortgage 
servicing rules to clarify the scope and application of the rules. Small servicers are exempt from several, of the 
provisiotis. In January 2013, ilie CFPB also issued rxiles to implcmoni rcquireinenis under the Dodd-Frank 
-Act concerning mortgage loan appraisals, loan originator compensation and training, high-cost mortgage 
loans, the vi.se of agreemcni.s requiring arbitration of disputes concerning mortgage loans, mandatory evserow 
accouni.s for certain higher priced mortgage loans, and various other topics, The CFPB made .some minor 
darificaiions and acljusunents to these rules over the cotirse of 2013, 

In January 2013, the Federal Reserve, FDIC. OCC, FHFA, CFPB, and NCUAjointly issued a final rule that 
established new apprai.sal requirements for higher-priced mortgage loans. Under the Dodd-Frank Act, 
mortgage loans arc higher-priced if they are secured by a consumer's home and have annual percentage rates 
above certain thresholds. In December 2013, the agencies approved a supplemental rule that exempts a subset 
of higher-priced mortgage loans from certain appraisal requirements. As mandated by the Dodd-Frank Act, 
in March 2014 these agencies issued a proposed rule that would implement minimum requiremenls for stale 
regi.stration and supervision of apprai.sal management companies. 

The FHFA and CFPB also have continued iheirwork on the construction of a National Mortgage Database, 
the core of which consists of a nationally representative rolling 5 percent sample of originated mortgages, 
matched with credit, bureau data and supplemented by survey data, riiis database is intended to provide 
regulators with an vmprecedemed understanding of mortgage market dynamics, 

6.3.2 Consumer Protection 

Among its avuhoritie.s, the UFPB may supervise certain nonbatik entiiie.s, including mortgage companies, 
jirivat.e education lemiers, jntyday lenders, “larger participants’' of a market, for other consumer financial 
products and services, and any nonbank covered person that the CFPB has reasonable cause to determine is 
engaging or lias engaged in conduct that poses risks to consumers with regard to the offering or provision 
of consumer fmaiu ial products or .services. In July 2013, the CFPB issued a rule to c.stabU.sh procedures by 
which the CFPB would bring a nonbank covered person under the CFPBs supervisory authority because the 
ficrson's conduct jioses risks to consumers. The CFPB’s procedural rule is designed to establish a consistent 
framework applicaldc to all affected entities, and thereby provide transparency regarding the procedures the 
CFPB wouhl use prior to commencement of a proceeding to notify and give an affected entity an opportunity 
lo respond to the CFPB's propo.scd order to supervise the entity. 
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In Uccc'iiilxrr 2013, the (IFPB issvtcd another in its series of rules to define “larger pariieipanis" ors}>ecific 
inai'kets for purjjosc.s of establishing, in }jart, the scope of the CFPB’s nonbank supervision program. Tlie 
CFPRs larger-pariiripani rule defines a ntarket for “student loan servicing” activities, vvhieli covers ihe 
servicing of !)()ih federal and jjriv^ite student loans. The rule provides that a person who engages in student 
loan servicing would be a larger participant, and thirs sulyect to the CFPB’s supervisory authority, if the 
acconn! volnnie of tlie person and its alfiliafe-s exceeds one thillion. 

6.3.3 Investor Protection 

The .SEC issued a fuial rule in Jitly 2013 implementing Section 926 of the Dodd-Frank Act, prohibiting 
directors, officers, and other covered pei'sons from relying on the exemption under Rule .506 uiuk-r tint 
Securities Act of .19,33 for a .scctiritics offering if any of these individuals are subject to chniinnl convictiotis, 
disciplinary orders, or other administrative proceedings for wrongful acts, false repre.scuta{ions, or other 
disqualifying events. 

hi addition, in Jtiiy 2013, tlie SEC adopted rule amendmenw to strengthen the audit requirement-s for broker- 
dealers and enhance oversight of the way broker-dealers maintain custody of their cttsiomers' assets. .Among 
other tilings, the ameiuhncnts require that broker-dealer audits be conducted in accordance wnth .standards 
of tlie Public (.lornpany Accounting Oversight Board as provided by the Dodd-Frauk Act. Iti addition, broker- 
dealers are required to file a new form that elicits information about the brokei'-dcaler’.s praciite.s with respect 
to the custody of securities and funds of customers and non-customers so that regulators can better monitor 
custod)' pvaciices and ovtir.sec security of cusiorncr assets. 

In September 2013, the SEC adopted nile.s establishing a permanent registration regime for rnmiicipal 
advi,sois. as required by the Dodd-Frauk .Act. The new- rule.s require a municipal advisor to permanently 
register with the SEC if it provides advice on the kssuance of municipal .securities or about certain investment 
strategies {)r mimicipal derivatives. As a result of these rules, municipal advisors will be .subject to a 
comprehensive regulatory regime when they provide advice to municipalities. 

6.4 Data Standards 

Data starKlards improve the clarity and quality of data by providing an unambiguous and universally accepted 
meaning, thus increasing confidence in the data, and enabling comparison, aggregation, sharing, and 
exchange. Adoption of data standards also reduces the need tor costly conversion when exchanging data. 
Building, adopting, and u,sing standards for linancia! data will promote financial stability monitoring and 
both bett:<;r risk management and lower-cost rcgvtlatory reporting by firms. 

The financial industry, the Council, ami the Cotmcil’s members are jiKTeasingly focused oti the need 
for data siandardizsuion. Many industries have found that sector-wide standardization can reduce costs 
and improve efficiency. The OFR works on behalf of the Council to participate as appropriate in industry 
standards-making bodies, .such as the Mortgage Industry Standards Maintenance Organization, to cnsitrc 
that regulatory needs are sati.sfied in data standard design. The SEC’s new Market Inlbrmaiion Data Analytics 
System (MID.AS), introduced in 2013. is an example of regulators’ response to increasing amouni.s of data 
generated by finaticial markets. On a typical trading day, MIDAS collects roughly a billion [)ric:e cjuot.es and 
trades from 13 U.S. slock c'xehanges. Tools like MIDAS require significant data staiidardization, 

6.4.1 Legal Entity Identifier 

Tlie [H'ugrc-'ss of tlie global LEI i.s evidence of the Council and the international community recognizing the 
need for data standards. The T.F.l is a code that uniquely identifie.s partic.s to financial transactions instantly 
and precisely. It is ilie first non-proprietary global unique entity identifier. The l.KI is expected to reduce 
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K'guhtli)!')' ix’poriii^g burden and generate considerable cost savings for the liirancia! iticlnsn'v iii collccling, 
cleaning, and aggregating data. The LE! is a key identifier for enabling better monitoring of ri.sks in the 
Hnanciai .system. 

To (late, Id organi/ation.s have issued more than 250,000 codes in 178 countries. (Council ntemiter agencies 
have played a key role throughout the LEI development process, leading work streams, and working 
with other regiiUiiors and industry to provide recommendations to the {i-20 to guide the governance, 
development, and itnplemeniadon of the global LEI system. The OFR's CItief Ckuiirsci currently servers as the 
Chair of the LEI's Regulatory Oversight Committee, and representalive.s of the Federal Reserve, SEC, CFTC, 
OCC, and FDIC sit on this committee. The Global LEI Foundation is being cstairlishcd in Switzerland to 
over.sec the sysieru. The foundation’s board of directors was nominated in December 2013 and was endorsed 
by the F.SB in jamiary 2014. It will have authority over a global federation of local operating units to ensure 
adherence with LF.l governing principles. 

Mandatory reporting uses of the LEI wall facilitate the rapid deployment of the LEI. I.Els are already 
re<]uired for counterparty identification in die CFTC’s and the European Secnrjtie.s and Markets Authority’s 
swaj) data reporting requirements and are optional for reporting by private fund investment advisers on 
the SEC's Form PF. The European Ranking .Authority has decided to rccomrnettd the u.se of LEfs as unique 
identificaliou codes for supervisory purposes for evci 7 credit and financial institution iti the EU. 'i’he 
Council’s Data CommiUec is evaluating how to expand the use of the LEI in U.S. regulatory and reporting 
requirements. 

6.4.2 Mortgage Industry 

Regulators are w’orking to adopt data standards in the mortgage industry. As with LEIs, adoption of such 
standards offers the bene!it.s ofiniproved data quality, increased efficiency and effectiveness of data sharing 
among regulators, and decreased costs for regulatory reporting by the industry, The Dodd-Frank Act 
ajnended the I loine Mortgage Disclosure Act to allow the CFPB to require a UMI, if deemed appropriate. 
The CFPB convened a Small Business Rctnew panel in March 2014 to consider a number oF issues in Home 
Mortgage Di.sclosurt* Act reporting, including the u.se of both the LEI and a UMI. 

Given the size, complexity, and fragmented nature of the mortgage system, regulators need a clear and 
con-isi, stent identifier of each snortgage. The Mortgage industn.' Standards Maintenance Organization 
created placeholders in its standards for the LEIs of fiuandal institutions involved in eacli loan, from 
origination through servicing and securitization of mortgages. A recent OFR working paper de, scribed 
how a universal mortgage idemi-'ficr could improve aggregation, comparability, and airalysi.s in the U.S. 
mortgage industry. During tin; financial crisis, the lack of a mortgage identifier made it difficult for lenders 
and regulators to have a consi.steiu understanding of trends in originations, underwriting standards, 
performance, and loan modifications. A unique mortgage idetuifier designed to protect individual privacy 
has the jiofential to be bencncial in this regard. 

The Uniform .Mortgage Data Program is an ongoing initiative implemenied by the FHFA and the GSEs to 
improve tlie consistency, quality, and uniformity of data collected at the beginning of the lending process, 
a.s well as for servicing data. Dc'veloping staudaixl terms, definitions, and industry standard data-veportiiig 
protocols will decrease costs for originators and appraisers, reduce repurchase risk, and also allow new 
(’nn ani.s to use industry standards rather than having to develop (heir own [iroprictary data .systems. 

6.4.3 Swap Data Repositories 

Promoting siandardizaiion and transparency in the OTC derivaiive.s or .swaps market is a priority for 
tlie Gounci! and the international regulatory community. At the 2009 Pittsburgh .summit, 0-20 leaders 
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coinniitU'd to several reforms to strengthen the OTC derivatives markets and improve transparency and 
regniatory ovcrsiglii. One of tiic main elements of these reforms was the mandated reporting of OTC 
derivative transactions. OTC derivatives products have historically been among the least-standardized 
linancial ittsirumenis. The Dodd-Frank Act established a new regulatory framework for OTti derivatives, 
imder which all swap transactions must be reported to new entities known as SDRs or SRSDRs. 

I'he CFTC lias isssted rtiles identifying specific fields that must be reported for every sw'ap and for chesses 
of stvaps. Those rtiles rccjuire the use of the LEI as well as the Unique Product Identifier, which categorizes 
swaps according to certaisi underlying information, and the Unique Swap Identifier, which ideiitifics 
individual swajis, tcherc available. 

SDRs for interest rate, credit, equity, FX, and other commodity as.set classes under the CFTC'-s jurisdiction 
are required to publicly disseminate real-time swap transaction data for these swap transaclion.s, such as 
transaction prices and sizes, “as soon as technologically practicable” after the SDR receives such data, unless 
the transaction is snbieci to a time delay. .Additionally, all trades are .subject to delays during the pha.se-in ol' 
the CFTCi reporting rules. The UFT(i; has begun reporting aggregated sw'ap data (such as aggregate numbers 
of trades and aggregate gross notional amounts) in weekly reports that combine data from the SDRs. The.se 
reports have recently estimated gross notional amounts reported at over $390 trillion. 

There are four SDRs in the United States. In an effort to reduce btirden, tlie CFTC required the SDRs to 
rt'port transactions, hut did not sperify reporting standards regarding data definitions or formats. However, 
data standard-s are essential to enable data aggregation across SDRs and acro.ss a.ssei classes. The CFTC, with 
support from other Council member agencies, is vwrking to improve and harmonize data reporting by SDR.s, 

Legislation in several kcyjurisdictions has led to a proliferation of trade repositories (internationally, SDRs 
are referred to as trade repositories). However, in many jurisdictions, the legal framework for reporting 
derivatives transactions limits authorities’ ability to obtain access to the information. In the United Stales, 
amhorities (other than lh<^ CI-'TC or .SEC. as ap])licab!e) face obstacles obtaining access to data reported 
to and maintained in registered SDRs withoui agreeing to coufidemiality lequiremoius and to indemnify 
the SDR and the CFTC or SEC for litigation expenses roiaiing to the information provided. This and 
other obstacles restricting authorities' access to trade repository data run counter to the G-20’s goals of 
practical and effective access for authorities and enhanced market transparency. With lirntted access to data, 
aulliorities, including certain Council members and member agencic.s, arc unable to carry out fully their 
mandaLcs to monitor systemic risk and identify potential emerging threats. 

The FSB, Committee on Pviyrnent and Settlement Systems, and IOSCO have recognized the importance of 
standards in derivatives data reporting and ilic challenges posed by the fragmentation of derivatives data 
across global trade repositories. Disparate reporting rules, a lack of uniform data standards, and varying 
rulc.s for aiuhoritics’ access to data acro.ss jurisdictions makes analysis of the global derivatives market 
difficult. To fnirill their mandates, auihorif ies may need to combine data from trade repositories within 
and across jurisdictions. In 2013. the FSB called for the creation of the Aggregation Feasibility Study Gmup 
to study how to ensure that data reported to trade repositories can be effectively used by authorities and 
options for producing and sharing global aggregated trade repository data. The Aggregation Feasibility .Study 
Group includes representatives of the CFTC, Federal Re,seTve, FRBNY, and Treasury. The FSB published a 
con.sukative report in February 20]d, and a final report is expected to be published in nnd-20i4. 
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6.4.4 Other interagency Data Initiatives 

iisieragency Data Inventory 

In lanuary 2014, the OFR published an excerpt of its interagency data inventory ior describing <iata that, the 
Cioimcil member agencies collect from financial institutions. The inventory described almosi 500 separate 
lonns currenllv used in regulatory oversight by Council member agencies. The inventory is intended to 
help the OFR and member agencie.s identify potential gaps in data collection, with the goal of enabling an 
evahialioa of tvhal, how, ami by whom data is being reported. The inventory may also facilitate iileiuification 
of any overlaps in collections. 

Private f-uod Data 

111 July 2013, tlie SEC released a report on the use of data and records on private inve.strnent funds derived 
from the new Form PF. The .SEC has received a complete set of iintiai liliugs from registered ittvestmem. 
advisees on the form. As of mid-2013, private funds were reporting on more than !§7 trillion in regulatory 
AUM wii.lt Form PF, The Council and OFR are using certain Form PF data to evaluate potential risk.s 
to financial stability. The OFR ])nbli,shcd preliminary results from analysis of l-orm PF data in its 2013 
annual report, including analysis of leverage and VaR. SEC staff has begun to assess the quality ol'che 
data (. ollected — including evaluating the consistency of filer responses and differences in apjrroaches or 
assimipiion.s ntade by filers — ami has used the data to obtaiti iuft)rmation regarding certain private fiimis, 
The SFC also has itleniifictl a number of uses of the information, including incorporating Form FF data into 
5EG analytical tools, using Korin FF information to monitor the risk-taking aclivUies of'inve.strnent advi.sers 
to private funds, conducting pre-examination due diligence and in lisk itletiiilication, and providing certain 
aggregated Form PF data to IOSCO regarding large hedge funds to offer a more complete overview of the 
global hedge fund market. 

6.5 Council Activities 

6.5.1 Determination of Nonbank Financial Companies to be Supervised by the Federal Reserve 

One of the Comicirs statutory authoritie.s is to determine that a nonbank financial company will be subject 
to supervi,sion by the Federal Rc.sexve and enhanced prudential standards if the t:ompany’.s material financial 
distress — or the nature, scope, size, scale, concentration, interconnectednc.ss, or mix of il.s activities — could 
pose a threat to U.S. financial siabiliiy. The Council’s auihoriiy to make the.se determinaiions is an important 
tool ro help mitigate ])otent,ial threats posed by these companies to U.S. financial stability. The Dodd-Frank 
Act sets forih the standard for the Council’s determjnation.s reganling nonbvuik fiiiiincial companies and 
requires tlie Council to take into account 10 specific considerations when evaluating those companies. 

To fi.i.rther inform the public of the Council’s framework au«! |.>rocesses for a.sscssing nonbank financial 
companie.s, tlie Council issued a rule and interpretive guidance, beginning with the release of an advance 
notice of proposed rulemaking at its first meeting in October 2010. 

The Federal Reserve i.ssned a final rule in .April 2013 establishing the reijuirements for determining if a 
company is "predominamly engaged in financial activities." A company that fall.s within ihi.s definition is 
eligible for a. deienninaiion by the Council that the comjxany could pose a ihreat !o U.S. financial stability 
and will be supervised by the Federal Reserve and .subject to enhanced prtidcntiai standards. For the 
purposes of Title I of the Dodd-Frank Act, a company is predominantly engaged in financial activities if 85 
percent or more of its revenne.s or assets are derived from or related f(.> aciiviiies that are ‘'financiai in nature” 
under the Bank Ilokling Company Act. 

In 2013, ihc Council made its first determinations regarding noiibank'financial companie.s. The Council 
voied in july to make final determinations regarding American International (iroup (AIG) and General 
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Electric tlapisii! Coi puraiion, In Sc)>ffinbcr, the Council TOted to make a final determination regarding 
Fnulcnuvtl Financial. Hk: bjisis for each final determination is available on the Gouncirs website. 

The Conneii’s three detemnnalions in 2013 followed the process laid out in the Council’s rule and guidance. 
Eacii of ihe iionbank bnancia] rompatiies sulyect to a Council determination received a letter in jnne 2013 
informing it that the Cotincil had marie a proposed determination and providing it with an explanation of 
the ba.sis of the Council's propo.sed determination. Each company then had 30 days to request a hearing 
to conte.st the Council’s propo,sed determination. Neither AIG nor General Electric Capital Corporation 
requested a hearing. The Council conducted a hearing for Prudential Financial in July 2013. 

6.5.2 Risk Monitoring and Regulatory Coordination 

The Dodd-Frank Act (iiarges the Council with responsibility to identify risks to U.S. Financial stability, 
jtromoie market tliscijiline, atid respond to emerging threats to the stabiMly of the I'.S. {inancial sy.siew. 

Tite Council also lia.s a duty to facilitate coordination among member agencies and otiior federal and state 
agcncie.s regarding financial services policy and other developments. The Council regularly examines 
•signifioint inaiket. {levc)r>piiicnts and strucfunil issues within the financial system. For example, over the past, 
year, the Council has considered Issues such as market volatility, the government shutdown and debt ceiling 
impasse, interest rate risk, economic developments in Europe and emerging economies, housing finance 
reforin, the NAbD.AQ trading hah in August 2013. and risks to financial stability arising from cybersecuricy 
vulnerabilities. 'I'hc Coxincil will coniimic to monitor potential threats to financial stability, whether from 
external .shocks or structural weaknesses, and to facilitate coordination among federal and state agencies. 

To facilitate tins risk monitoring process, the Council established the Systemic Risk Committee (SRC), 
compo.sed primarily of member agency staff in supervisory, monitoring, examination, and policy role.s. The 
SR(.l serv(;s as a forum for meinl;)er agency .staff to itleniify and analyze potential risks that may extend beyond 
the jurisdiction of any one agency. 

The OFR plays an importan t role in tlie activities of the Council. In 2013. the OFR reported regularly to tlie 
SRC on developments in financial markets. In its 2013-annual report, the OFRi.ssued a prototype Financial 
Stability Monitor that asse.sses risks to tlur financial .system basiul on five areas of risk: macroeconomic, 
market, credit, funding and li<]uidity, and contagion. 

6.5.3 Study on Asset Management and f inancial Stability 

la .September 2013, the OFR released a report requested by the Council that provided an overview of 
the asset management industry and'an analysis of how a.sset management firms and their activities could 
introduce vuhierahilitir.s into the financial system. The Council liad requc.sted the report to itiform its 
analysis of potemlal threats asset management, activities or firms inigiu pose to financial stability. 

The OFR'.s re[>ort notetl that assert managemicm activities anel firms tliffer from coimnerciai hanking and 
insurance activities in that asset managers act primarily as agents, managing assets on behalf of clients as 
opposed to investing on the managers’ behalf. Nonetheless, the report slated that some as.set management 
■activities could give rise to ihreats to financial stability if improperly rminaged or accompanied by the use 
of leverage, liquidity transformation, or funding mismatches. For example, the report discussed risk-taking 
in .separately managed accounts and the reinvestment of cash collateral in securities lending transactions, 
The report also noted that significant data gaps hamper anah'sis of the industry- I'lie Council i.s considering 
poieruial next steps with regard to a.sset management. 


Regulaiory DevGtop!r>en?s; CouGci! Activ 



153 


6.5.4 Operations of the Council 

The Dodd-Frank ,At:l requires the Councii to convene no less than quarterly. In 2013, the (’oimcii met 10 
tirnc.s. The nieciings bring Council members together to discuss and armlyze market develojjments, ihi'eats to 
iinancial stabihiy. and financial regulatory issues. While the Council's work I'requently involves eoididentia! 
■ssipervisory and .sensitive information, the Council is committed to conducting iLs busines.s as openly and 
transparently as practicable. Con-sisteni with the Councils transparency policy, the Council opens its 
meetings to Ute public whenever possible. The Councii held a public se.ssion at two of its mceiiiigs in 2013. 

Approximately every two weeks, the Council’s Deputies Committee, which i.s composed of .senior 
represeniatives o( Council members, convenes to discuss the Council's agenda and to coordinate and 
oversee the work of the SRC and the five other functional committees. The otiier fimctional committees are 
oiygauizcd around the Council’s ongoing .statutory responsibi!itie.s: (1) identification and consideratiois of 
noub-ank financial companies for designation; (2) identification and coiisideralion of FMUs and payrneu!, 
clearing, and sciilemenl activities for designation; (3) making recommendations to primary financial 
regulalory agencies regarding heightened prudential .standards for finHucial firms; (4) consultation with the 
FDIC on OLA and review of the resolution plan requirements for designated nonbank financial firms atul ilu' 
largest BFICs; and (5) the collection of diita and improvement of daia-rcporiing standards. 

Lite ability to .share data among Councii members with confidence that the data will be maintaiued securely 
is important to itie Council. To lieip accomplish this objective, the CounciFs Data Committee developed a 
framework tliai builds on existing standards and agreements to enable tlic secure sharing of data among 
Council member agencic.s. Each agency retains the discretion to determine how to apply the framework 
internally, based on the unique nature of that agency’s org;rru7-al}on or mission. 

In 2013, the Council atlopted its fourth budget. In addition, the Council fulfilled its obligatioits under die 
Freedom of hvforraation Act (FOIA) by re.sponding to FOIA recpicst.s in accordance with the Council’s FOIA 
regulation, and complied with the Council's transparency policy hy conducting its business in an open and 
transparent manner wlienevcr possible, 

6.5.5 Section 119 of the Dodd-Frank Act 

Section 119 of the Dodd-Frank Act provides that the Councii may issue non-binding recommendations to 
member agencies on disputes about the agencies' respective juri.sdictiou over a particular BHC, nonbank 
financial company, or financial activity or product, (Certain consumer proteciion maiters, for wliich another 
dispute mechani.sm i.s provided under Title X of the Act. arc excluded.) To date, no member agency has 
approached the Council to resolve a dispute under Section 119. 
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atcoiuitability while also protecting the rnarket- 
seiisiiivc and confidential inlbrniaiion that it regiiiarly 
considers. Achieving this balance has been a piiority , , 
for the Connei! since its first meeting in October 
2010, when it adopted its publicly available bylaws and , 
innisparency policy. The Council opens its meetings to 
the public whenever possible and will continue to seek 
opportunities (or public engagement. For example, in 
December 201.H, for the first time, a representative from 
the private sector presented ala public meeting of the;, 
CoviTicil. 

The Council undertook a review of its governance and 
transparency polic ies in 2013 and early 2014 to help 
ensure that tliese policies remain appropriate. The 
review included consideration of the practices of other 
organi/alions with similar slvuctures, memberships, or 
responsibilities as the Council. As a result of this work, 
the Council is considering several enhancements to 
its transparency policy and the adoption of bylaws for 
its Deput;ie,s Committee. These efforts are intended 
to help the Council achieve its goal of maximizing 
transparency and accountability, while continuing to 
protect the cojdidentiality of sensitive information. Some 
of the changes would formalize or expand on existing 
practices of the Council, such a.s prwiding public notice 
at least, seven days before all regularly scheduled Council 
meetings and releasing a brief summary of the topics 
discussed immediately after each meeting, in order 
to provide; the j^utblic with information about Council 
j,)i'ocecdiTig,s well in advance of the release of the official 
minutes for each meeting. 

The Deputies Conunitlee bylaws would further clarify , , 
the purpo.se, duties, and cornposiiion of the committee. 

Information vibotii the Conneii's governance is available., 
at vvww.fsoc.guv. 
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Risk of Reliance Upon Short-Term 
Wholesale Funding 

The risk of fire sales rniiiimies to ho a major 
,sosii't:c of Ihiaisoia] iDstabiiity in iho tri-party 
repo market. This itistahilily is particularly 
aciilo beraiise of the large .size of the tri-party 
repo market and the poiential vninerability 
emaiiating from ljqt.iiditv prcssvires that 
con Id force many investors to sell assets 
simnltaneouslv. 

Repos atid scctiriiics Ixirrowing transactions 
provide a means for panidpaiits to enter 
into sliort sales and broker-tk‘ak'r.s to meet 
their seltleincni. obiigaiions. The tri-party 
repo .market, .is tised by broker-dealers to 
finance their securities inventories and client 
securities. Funding in this market is primarily 
provided by MMFs, securities lenders, and 
other institutional cash investors such as 
mutual funds, insurance companies, corporate 
treasurers, arul sl:ate <iiid local govertnneni 
Lrea.su.rei'.s, 

'I’here are two (yf)es of firt.‘-,SHle rj.sk: Pro 
default fire sales occur wlten a dealer begins 
to lo.se ac.<:es.s to market .sources of I'uiKliiig 
a.iui must sell its securities ciuickly. .Post-default 
fjre-svtles oricur when a d('ak;r tlefanlt.s ami its 
investors receivt^ its repo collateral in lieu ol' 
c:a.si\ repayment, and sell that coUaieral in an 
uncoordinated and rapid manner. 

Large broker-dealers’ tri-parly repo books 
rtuige between SlOO and $150 billion. The 
collateral is mainly governnieni securities, but 
the size of these po,sition,s can dwarf the amount 
a single investor cotiUl expect to sell without 
pu.shiug pricf-s lower on a given day. The 
liquidation risk is even greater for less-liquid, 
lower quality coilaicni!. 


MMl’s ,ind serin itjes lenfieis < o-.Njin ic- ' x .. 
half of the inve.stor base in tri-parry rej.)o. These 
firms are vulnerable to .same-day calls for ii(|ui{lity, 
creating strong pressure to .sell a.ssets quickly 
if needed to generate that liquidity. MMFs can 
experience runs when perceived by shareholders to 
have worrisome risk exposures. This vulnerability 
was evident following the bankruptcy of I, eh man 
BrolJiers, svhen investors withdrew approxitttalely 
$300 billion (10 percent of as.scl.s) Irom prime 
MMFs in a couple of days. Leiulcr.s of .securities 
typically include mutual funds, pensions, insnrer.s, 
and other asset managers that (wn .securilics 
and can enhance returns by lending securities. 
Because most securities Iciuling is done against 
cash collateral, securities lenders, or their agent 
often hold large pools of cash collateral, w'hich they 
reinvest to enhance their return. Mo.st .securities 
lending is done on an open maturity basis, which 
means that the lender of a security ha.s to return the 
cash collateral a.s .soon as the borrower returns the 
security, and can face the need to generate liquidity 
quickly to make that return. 

Pre- anti [>ost-<lcfanlt fire sales retpiire different 
risk miligants. Regulators of broker-dealers can 
examine firms to a.sst'ss their management of 
n>llovor risk, the maturity of their repo books, 
their .single-day concentrations, and their capital 
and liquidity resovirces. But no singlt:: regulator has 
an ability to impose a coordination mechanism to 
support orderly liquidation.s across all inve.stors in 
the market. Market participants will be crilica.i[y 
iinporiani in zlofiningasolutioti to this collective 
action probietn. 

7.2 Developments in Financial Products, 
Services, and Business Practices 

The financial sy.s{em is constantly evoh^iug. New 
produci.s, services, and business praclicc.s arc being 
developed, and existing products are uiKlerguing 
changes or being used in new ways or with gretiLcr 
frequency. These changes can occur Itjr a variety 
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of rcasorss, includiiig iniprovemenis in technology 
tliai snake new practices possible, new or changing 
regsslaiions, aiifl competition between financial 
inslitulions for 011^101000. 

Financial evohition provides a nnnsher of benefits to 
the linancia! .system. Investors and consumers gain 
access to new products. New products and services 
also rna)- serve the needs of financial in.stitutions. 
.Along witii these l)cnt;fit.s come new challenges 
lo siqrcrvisors and rcgiiiatoo. For example, as 
regidaiors institute new regulations, products or 
-service.s are often developed iliai attempt lo weaken 
the eifectiveness of tliese regulation.s. In other 
ca.se.s, activities may move outside of the regulatory 
jicrimctcr or move from a heavily regulated entity 
to an entity that is less regulated. Still, other 
innovations may result in products or services where 
the interests of tlu; provider are not aligned with the 
interests of the consumer. 

While at times it. is possible to evaluate the benefits 
of an innovation early on, more often than not it is 
(Urficnli. !o determine whether an innovation will 
be beneficial to the financial .system. As a result, 
aiUhorifie.s are confronted with the need to make a 
jiidgment a}.)out the potential net benefits of a new 
{nactice. Beciuise it is intpossible to forc;sec how even 
seemingly betieficial innovations will ultimately be 
lUili/ed, that Judgment can he very difficult. 

An example may shed some light, on this difficult 
determination. CDS were introduced in the early 
1990.S. CDS allow the buyers of the contracts to 
transfer the credit risk associated with fixed income 
products to the sellers of the contracts. The ability 
to .set a market price for the CR;dii risk of a fixed 
income product was an important, positive change 
for financial markets, and when the market was 
relatively small, few qiiesiioticd the product. The 
inarkei grew and evolved until the notional value of 
CDS contracts outstanding was over $60 trillion in 
2007, and CDS were being written on increasingly 
complex structured products. Concerns arose 
ahoiit lack of transparenev, flaws in reconl keeping, 
and the misjudgment of risk that some market 
participants appeared to have with respect to their 
CDS posifioti-s. Ultiniafely, some of these issues 


contributed lo the problem.s that led lo tlie federal 
bailout of AIO dtiring the financial crisis. 

The changing landscape of the post-fiiuuu'ial crisis 
world has fostered many innovation.s. What. I'nllows 
are examples of developments in products, services, 
and business practices that Council member 
agencies are currently aware of and are monitoring 
so as to imderstand the pmeniia! heuefits and risks. 
We list these in order to iiiu.strate tiie nsany ways 
in which innovation i.s manifested in the current 
financial landscajic and the need for Council 
member agencies to remain vigilant. 

• MSRs are increa.singly being transferred 

to nonbank mortgage servicing companies. 
While the CFPB tmcl state regulators have some 
authority over these companies, many of them 
are not curreniiy subject to prudential standards 
such as capital, liquidity, or risk management 
oversight. Further, in many cases, mortgage 
investors’ ability to collect on. mortgages .i.s 
dependent on a single mortgage .servicing 
company, where failure could have .significant 
nogativt; conseiptcnccs for tnarket participants. 

• Banks are building in optionality to the monc7 
market instruinenis they issue to raise funding. 
Some instruments give investons the option 

to put paper hack to the bank ahead of the 
mamdiy date. Others allow the bank to call the 
paper prior to its scheduled maturity. The.se 
options saii.sfy investors’ needs for liquidity, but 
they serve other pu.rpo.sc.s as well. For example, 
some institutions have been ussuing debt with 
an embedded call option, despite the ailditional 
cost. The willingness to bear this cost appears to 
be driven by the.se instiiution.s’ belief that they 
do not need to hold liquid assets against these 
liabilities provided they call them 30 or more 
days prior to inaiuriiy. However, to the extent 
that this practice creaic.s expectations of future 
callback.s, a devivuioa from tliis practice can 
!>e interpreted a.s a ncgativ'c signal by market 
participants. 

• High demand for single-family rental properties 
anti low pricc-to-rent ratios appear to have 
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aiiraciec! new in\'cst,ors to ihc shigic-faniily 
rc’tsfal property inarkei. Late Iasi, year, the first 
seoiriiization of income from singk-faniiiy 
reniai properties wa.s issued. 1 fowever, since 
devclopinenls in this area are new, there is 
unccrlainty about how tliey will impact the 
housing finance uiarkcl, renters, aiui im’estors. 

In the insurance industry, life insurance 
conipatiies have increa.sing!y used affiliated 
captive rci5i.surcrs to address perceived 
redundancies in .statnlory reservc.s. and for 
other rea.sons. However, .some .state insiu'ance 
regulators have expi esscd concern about this 
practice and how it affects the overall reserve and 
capita! levels of the company. 

.Pension plans arc iran.sferring their exposure to 
longevity risk lo the insurance industry. In .some 
instances, both the asset risk and the longevity 
risk arc transferred to an insurance cotnpany. 

In other instances, pension plans are keeping 
Liie asset risk but transferring the longevity risk 
outright to the insurance industry. This business 
migration move.s ri.sk between spaces with 
din'ereiu regulations. While this migration ha.s 
the potential to provide significant benefits to 
pension plan participants as well as the insurance 
industry, it also has the potential of transferring 
significant amounts of risk to the insurance 
industry. 

.Some asset: managers are now providing 
iiukannificatioii to securities lemiers as part of 
their securities lending business. There are likely 
benefits for asset managers fr<.)m romliining 
indemnification provision witli securities lending, 
but i.liertr also is i,he potc.nt.ial for enham<;d 
risks. Unlike banks, asset tnanagers are not 
rcqviired to set aside capital when they provide 
itulemnificaiion. Also, although asset managers 
have access to management fees, they do not 
have access to banks’ stable deposit fiinding 
base. Uonsequemly, the iudemuifiration that 
asset managers provide may be a source ofstre.ss 
on their own balance sheets, wliile at the same 
linsf resulting in lower protection for the lenders 
relative lo indemnities provided by banks. 


7.3 Risk-Taking Incentives of Large, 
Complex, Interconnected Financial 

Institutions 

Historically, when large, complex, interconnected 
financial institutions became distressed, the official 
.sector often intervened to maintain financial 
stability. In the financial crisis of 2008, the official 
sector, including the Federal Reserve, Treasury, 
and FDIC, provided liquidity and solvency support 
to some of the largest U.S. financial institutions. 

Past support can engender expectations of fiUiire 
support, and such expectations provide incentives 
for further increases in size, imerconnec:iednes.s. 
and complexity. When market participants, 
including bond investors, uninsured depositors, and 
other counterparties, expect institutions to receive 
support, they will not correctly price risk when 
lending to and transacting with these insiituiion.s. 
This will incentivize large institutions to take on 
excessive risk, and pm pressure on competing {i.rms 
lo do likewise. 

The Dodd-Frank Act explicitly addre.sses and 
attempts to mitigate the incentives and abilities of 
large, complex, imorcoimccted financial institntion.s 
to engage in excessive risk-taking through a 
combitiaiion of polities. 

1 . The Act limits the ability of the Federal Reserve 
to provide extraordinary support to individual 
institutions. 

2. The Act requires tlie Federal Reserve to adopt 
enhanced prudential standards for the large.st 
BHCs and designated nonbank financial 
companies (.see Section 6.1.1). The .stringency 
of these requirements must inciease with the 
.size iuuf complexity of the firm. !n adtiiiion, t he 
Dodd-Frank Act rcqtiiies the Federal Reserve 
to impose a debt-to-equiiy limit on companies 
the Council has determined pose a grave threat 
to financial stability. On February 18, 2014, the 
Federal Rescive adopted final rules {fslablishing 
enhanced prudential .standards for large BI ICs 
and FBOs. The final rule also requires a FBO 
with a significant U.S. presence to establish an 
intermediate holding company over its U.S. 
sub.sjdiaries. The Federal Reserve is contiiiuing 
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7.3.1 Level 3 Assets 

Percent As Of: 2013 Q4 Percent 



7.3.2 Connectedness 


Index A3Of:2013Q4 Ir^dex 



Source: FRBNY Tt>e 9 anl.ofWoivYwkn-,eiQe<l««!MsSonnn»ncialln 2007 .h*nc» 8 »l>r©ak. 
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to develop single coiiuterparty credit limits 
and early remediation requirements for both 
large RIKis and FBOs. 

3. Title I of the Act requires cei tain com]>anies 
to develop and submit to the Federal Reserve 
and the FDICl their own plan for rapid and 
orderly resolution under the Bankruptcy 
(RmIc in the eveni they experience material 
Rnancial di.si.re.ss or failure, fitie II of the 
Act authoi'i/es the kDlC lo resolve iniaiudal 
companies whose fatlure and resolution 
under otherwise applicable law would have 
serious adverse effeci.s ou I'.S. financial 
stability. The FDIC i.s developing a strategic 
approach, referred to as SPOE, to carry out 
its OLA for resolving a financial company. 
On December 10, 2013, the FDIC Board 
apprtivcd a Ff?dcral Register notice for {niblic 
comment that provides greater detail on 
the SPOE .strategy and discu.sses key issues 
iha). will be faced in a financial company's 
resolution (see Section 6.1.4), Additionally, 
the Federal Reserve is considering adopting 
a proptrsal that would require the largest, 
most; complex U.S. banking firnus to 
maintain a minimum amount of long-term 
vmsecured debt out,sta.ncling at the holding 
company level. 

During 2013, the largest U.S. financial 
institutions continued to reduce their 
complexity. For exa.rnplc, they now hold fewer 
a.ssc‘is where fair value measurement is based on 
unobservable inputs (level 3 assets), one of the 
tncasurc.s used to identify global systemicaliy 
important bank.s (Chart 7.3.1). Similarly, they 
continued to rcdvice their interconnectedness, 
as meastired by ihe estimated .sixo of the fire- 
salc externalities they would Impose on the 
rest of the .sVsStPm if iliey were .subject to an 
adverse shock to their assets or equity capital 
(Chart 7.3.2). Some of tlicm increa.sed their 
.size further, but at a slower [iace than during 
the pre-crisis period. Addilionallv, since tlse 
passage of the Dodd-Frank Act, certain rating 
agencies have lowered their assessments of the 
likelihood of government support. .Moody’s 
assessment of tlie probabiUiv that a bank will 
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receive support IVom the oi'iicia! sector or 
Uu- pareni. corporasion in times of stress has 
declined I'or most of the iargcsi batiks after the 
passage of Dodd-Frank Act (Chart 7.3.3>. Fitch’s 
assessment of the likcliltood that, a bank will 
receive support froni the official setaor itt limes 
of stress depicts a similar picture (Chart 7.3.4). 

However, Itolh rating agencies arc still of the 
opiition that there is some chance that the 
ofticiai sector wii! provide stipporl. to the largest 
hanks if they become Ft nanciaUy distressed 
(Charts 7..^.3, 7.3.4), 

It is possible that these remaining ctvpectations 
ol'ofticia! sector sttjjjjort reflect the in<:oiii]>lcte 
state of Dodd-Frank Act implcrneritation. 

To the extent that this is the case, the lull 
impiemeniaiion of tlie orderly jcsoiution facility 
and the phasing in of enlianecd prudential 
slandard.s in coming years should help reduce 
remaining perceptions oi'governrnent support 
to large, complex, interconnected financial 
institutions. 

7,4 Reliance upon Reference Rates as 
a Vulnerability 

As discussed in the Coundl’s 2013 annual 
report, the problems with USD UIBOR reflect 
several interrelated structural factors including 
the decline in unsecured interbank markets, 
the incentives to manipulate rales submiiied 
to r<;':[ev'ence rate ptuKtls owing to the vast scale 
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the dominance of instruments tied to I.1BOR 
in. ternrs of' mai'kct Uquidiiy. Reliance on I’SD 
LIBOR creates vulnerabilities that couiii po,sc 
a threat to market integrity, the safely and 
soundness of intlividua! Fnancial insfitutions, 
and to U-S. Fnancial stability. First, a reference 
rate tlial i.s not anchored in observable 
trarrsactions or that relics overly on tran.sactions 
in a rdaiivcty low-volume market increases 
the incentives and potential for manipulative 
activity. Second, the current anti pio.speciive 
levels of activity iti uiivsccured ifUerbank markets 
raise the risk tliat covUinued production of 
LiBOR might not be stistainable. Tlie cessation 
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oi such cl heaviiy used-reference rale would pose 
substauiial legal risks an<l could cause substantial 
di-srupiions to and uncerlainlies around the large 
gross flows of LlROR-related payments and receipts 
beuveea fiuaiirial iusiiiutions. 

fvlanipuiativ'e Activity in interest Rate Benchmarks 
Since the (louncifs 2013 annual report, the CFTC 
issued orders bringing and settling charges of 
manipulation, attempted manipulation, and 
false reporting against Rabobank and ICAP, an 
inicrdealer broker. In total, five finauciai institutions 
have now settled wiilt ilie CFTC over charges of 
benchmark interest rate manipulation, paying 
fines and penalties of nearly $$ billion. Globally, 
penalties paid related to benchmark interest rate 
manipulation excet'd $6 billion. 

Reform Effot'ls iti Interest Rate Benchmarks . 

Since the Council's 2013 annual report, official 
sector efforts to sr.rengihcjs financial market 
benchmarks have made substantial progress, 

Th(' IOSCO Task Fonx* on finati< ial market 
beach marks pvibli.shed its final report in july2013 
establishing principles of governance, quality, and 
accountability for all (inancial beiicliinarks. iOSCO 
intends to review the extent to which benchmark 
adtninistraiors, within an 18-month timeframe, have 
implemented the principles. 

In June 2013, the FSB established an Official Sector 
Steering Group (OSSCi) comprised of relevant 
central banks and regulatory agencies including the 
Federal Reserve and CFTC. The OSSG was ta.sked 
with coordinatitig reviews of existing interest rate 
benchniarks, tmeouraging the identification of 
robust alternative benchmarks by the private sector, 
and proposing strategies for transitioning to a new 
benchmark. The OSSG is scheduled to provide its 
analysis and recommendations to the FSB in June 
2014. 

The OSSG's work has focused on LIBOR, the 
F.URIBOR and (he Tokyo Interbank Offered Rate 
(TIROR). While some alternative to these rales 
coidd include bank credit risk, other alternative 
rates would be largely ri-sk-frcc and potentially more 
appropriate for use in derivatives transactions or 


other products where credit risk plays a smalior role. 
Using largely risk-free rates for these irausacliofis 
wouUl lower the risks to fmattciai in.sfiuitiotis and 
to financial stability from a further decline in 
the unsecured interbank market, consisictit with 
the Council’s recommendations. Separating the 
reference rate used for mo.st derivative.s from the 
interbank market would akso remove one of the 
vSignificant incentives to manipulate LIBOR and 
w'Oiild allow some users to select a reference rate 
that is more appropriate for their purpose titan the 
current system in wliich tlic vast majority of cottlracts 
reference LIBOR. 

Concerns abont Other Reference Rtrtes 
.Since the Council's 20.13 annual report, concern.s 
about other finaiicta! benchmarks, including 
swap rates and FX rates, have increased. These 
benchmark.s are used for valuing numerous 
contracts and portfolios of assets, In various 
countries, agencies, including the Department of 
Justice in cooperation with U.S. financial regulators, 
have begun to investigate charges of manipulation 
ofc.xchange rate benchmarks, Authorities are also 
investigating cha.rge.s of manipulation of LSDAIix, 
a leading set of besichmarks for interesl-rate-swap 
rates produced by the ISDA, 

These investigations .serve as a reminder of the 
prevalence of benchmark rates across financial 
markets and of their integral importance to the 
financial system. IOSCO intends to review the extent 
to which its principles have been implemented 
across aw'ide s(;t of financial markets, in addition, 
the FSB createtl a .subgroup to undertake a 
rcvitiw of exchange rate benchmarks and market 
practices in relation to their u,se. Condiusions 
and recommendations from this review will he 
iransmiued by the FSB to the G-20 in November 
2014. 

7.5 Financial System Vulnerability to 
Interest Rate Volatility 

'ITte prolonged period of low- interest rates and low 
volatility ha.s led financiai iu5titutiun.s aiKi investors 
to search for yield. Low interest rates weigh on 
earnings of bauk.s, credit rutions, broker-dealers and 
insurance companies, thereby incenting companies 
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to sfek ljigli(.‘r-yi<.‘lcling invcsnri<.‘!Us. The abiJity of 
pension and rci ircmevu funds lo vneet their iong- 
u.'!'ni liabilities is also inider pi'essurc, incenling 
them to seek more yield. 

Investors have responded fo the low interest 
rate eiivirounieiU in diffcrenl ways. Some have 
extended maturities or invested in lowcr-quality 
cretiit, or songht ways to f uriiier enhance returns 
with ic'verage. While some leveraged strategies and 
investment veliities have nearly disappeared .since 
rht' end of the finam ia! erisis, oihers have witnessed 
a large growih or resurgence, Among fixeti income 
rnumal funds, lugii yield and leveraged loan 
fuiuls have experienced record inflows. In eqttity 
markets, agency mortgage REITs experienced 
.substantia! inflows of fumls in ihe years tificr the 
crisis. Further more, hedge fund products such as 
risk parity fund.s — wiiich itold a leveraged position 
iji fixed income asid an unlevered position in 
equitie.s so as to achieve the same total volatility in 
each of those two asset classes — have continued 
to be popular, l.ssuance of ClLOs is at record 
higlis, Additionally, liigher yields and .stronger 
economic growth have fueled investments in EM 
bonds, pushing flows between 2009 at.ul early 
20I.S t:o record higl.i levels, While each of these 
developments is likely due to a range of factors, 
including the economic recovery and an increase in 
risk ai)].>etiic‘, hw interest rates h.avc pn>bii).)ly played 
a role. 

Financial institiuions al.so have responded to the 
low interest rate environment. Some banks have 
extended their portfolio.s' du.ration.s, and eased 
their loan underwriting standards, discounting 
ri.sk when setting interest rates, and reducing the 
incidence of covenants, Banks also have increased 
the volume of leveraged loatjs (.see Section 5.1.1). 
Insurance cornpanie.s have adjusted their investment 
portfolios bv moderately increasing the duratiotJ of 
their portfolio and investing in lower quality credit. 
MMFs also have modestly increased the duration of 
ilieir fund portfolios (sec Section 5.5.1) in order to 
obtain higher yields. 

.Since the 2013 annual report. }'iclds in fixed-income 
markets increased sigjiificanlly and volatility surged 
during the summer (see Box C). During the May 


to September 2013 period, there vvas a significant 
repricing of long-duration fixcd-inconte assets. 

The sharp rise in rates and volatility triggered 
losse.s across fixed income investment strategies 
and vehicles. Bond mutual fund.s experienced 
large outflows; the agency mortgage RF.IT .share 
price index lost 25 percent; risk parity funds 
posted record losses; and EMs‘ fmaitcial assebs sold 
ofFbroadly. While the rise in rates la.si year rvas 
large by historical standards, it did not create any 
disruptions to the intermcdialion function of the 
financial system, or more broadly to the banking 
and insurance sectors. Flowever, investors did suffer 
sizeable iosse-s. In addition, as explained in section 
5.1.4, the weakening in housing start, s in tlie latter 
part of 2013 has largely been ailribnted to the ri.se in 
mortgage rates last year. 

Despite the relatively benign impact oti fmaiicial 
stability of last year’s increase in long-term interest 
rates, a sharp increase in interest rate volatility still 
poses some potentially important threat s to financial 
stability. The first threat Ls that a bigger imerest- 
raie 5hoc:k might still occur. While a larger shock is 
less likely, given the; normalization of rates that we 
have seen so far, it can certainly not be ruled out;. 
Moreover, the Icveragetl strategies Inghlighted above 
leave investors potentially exposed to sizable losses 
•should a sharp jump in yields materialize, and .such 
lo.ss(*s could force institutions to liquidate positions, 
pushing yields yet higher. 

A second concern with interest rate volatility risk 
ixilaies to the recent growth in lloating rate loans 
and the loosening of underwriting standards. Since 
most leveraged lending is done with floating rate 
instruments and borrowers have high levels of debt, 
a sharp rise in short term interest rates could also 
have significant arlvtuxe <dlecis to the.se bor.rowpr,s’ 
credit risk and possibly their credit holders. In 
addition, since the crisis, some banks have combined 
floating rate lending wii h market-based pricing, 
whereby they lie loan.s’ credit s]5rcads to borrowers’ 
CDS spreads. This practice has the potential to 
create an amplifying mechanism lor interest-rate 
shocks that may ultimamiy have sigiiificanl effects 
on borrowers’ credit risk and by extension on their 
creditors. 
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A t'oiiliriued low rate environment has additional 
risks. It will cottiiiiiie to drain earnings of financial 
iiisiiuilions. I’ension and retirement funds 
historically relied on rate of return asstimptions 
based on earlier periods when interest rates were 
between 5 aiul 10 percent. Therefore, pension and 
reiircment liabilities that were based on assumptions 
of such higher returns will reduce the earning.s 
of tliese companies, as their assets will yield 
sui).siantia!!y less in a low-interest rate environment. 
For insurance coinpanics, low rates affect 
policyitolder behavior in a way that reduces earnings. 
In atldition, low rates may make it difficult to sell 
tiew po!ici<‘s for some products at a profit. In japan, 
a country that has experienced a prolonged period 
of low rates for nearly 2.”> years, a number of imurers 
went bankrupt, although low interest rates were only 
one contributing factor in a complex process. 

7.6 Operational Risks 

Cybefsacurity: Vulnambitities to Attacks on 
Financlai Services 

Cyber incidents can impact the confidentiality, 
integrity, and availability of the information an<l 
technologies essential to the provision of services, 
resulting in financial, compliance, and reputation 
risk, Moreover, cyber incidents that disrupt, degrade, 
or impact the integrity and availability of critical 
financial infrastrticture could have con.sequcnccs 
on operations and efficiency, Such im.idenis can 
undermine the confidence of consumers and 
investors, and ultimately, threaten the stability of the 
financial .system, 

111 the past iw'o years, several financial institutions 
,su.st,ainccl dLstribuied dcnial-of--servire attacks to 
iheir public-facing vveb8il.e.s. The frequency of such 
incidents declined over much of 2013. Other types 
of cyber incidents have engendered public concern, 
in pan because of their increasing magnitude. For 
instance, (he recent theft of customer iriforraaiion at 
Target an<l other retailers showed how skilled cyber 
(hieves could gain acTc.ss to significant amounts of 
credit and debit cardholder data, it also highlighted 
tile poteniial risks jiosed by tlie financial sector’s 
interconnectedness with other major sectors of 
the economy. Indeed, cyber criminals exploited 
vulnerabilities at certain third-party and retailer 
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IT networks in order to gain access to customer 
information that could be used illegally throisghout 
the broader retail payment system. Similar auack.s 
again.st other nun-financial sector nettvoiks may 
continue to pose threats to cu-stomers of financial 
in.stitutions. 

Mitigating the evolving cyber threats, effectively 
managing incidents, and promoting recovery efforts 
are critical to mainiaiuing public conlidentx' and 
reclucing financial risk. These actions require a 
close partnership between the public and private 
sectors. In 2013, the Federal Financial In.suuitic.>n.s 
Examination Council establislted a cyber-related 
working group to review' cyber-related activities. 
Financial institutions have been investing in ways 
to protect their systems and infrastructure and 
to design their core information and transaction 
sy-slcms to make it harder for intruders to gain 
access to valuable data. Financial services industry 
as.sociations have .similarly been focused on 
bolstering resilience. The Financial Services Sector 
CA>ordinating Oonncil, and tite Financial Services 
Information Sharing and Analysi.s Center are 
the private sector’s principal re|)re.sentativcs on 
cyhersecurily matters. Over the last year, these 
two groups have collaborated with the Treasury 
and members of regulatory, law enforcement, and 
intelligence communities to identify mea.sures 
and best practices for disseminating timely and 
actionable information. 

The Presiclcnt'.s Executive Order 13636 on 
Improving Critical Infrastructure Cybersecurity 
should help strengthen these activities, Among 
its core provision.s is the establi,shmcnt of a new 
cyb<^rsecurity framework to encourage private 
insiimiions to strengthen eybersccurity practices as 
well as an cxpcdiicd proce.ss for obtaining security 
clearances so that qualified employees at these 
firms can gain access to sensitive information and 
technical assistance from the government. 

In addition, the Department of Justice and the 
Federal Trade Oommission in April 20T1 released 
an antitrust policy siatcrnen! on the .sharing of 
cybersecurity information among industry, wdiich is 
designed to reduce uncertainty for lliose who want 
to share w'avs to prevent and combat cyber attacks. 
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The tiiiauci.il scclor is incRnisingiy 
dependent on many other industi'y sectors, 
ineiudiiig energy, transportation, and 
teiecomnnnucation.s. As a result, a cyber 
event that disrupts or destroys any critical 
infrastructure organizations in these areas 
cotild have signiiicant sjnliover eiJects oti Uic 
financial sector. 


larket Contlnoity 

A number ol dilterent operational issues 
ilidiic'itu I S st( iiniu s markets in 2013, 
tnrmding network connectivity anti hardware 
t ill its soltwut ( n tnges and configiiration 
nuinagenient errors, and human operational 
errors. These issues led to the suspension of 
trading on the affected exchtutge.s for up to 
several hour.s, the di.sruplion of trade and quote 
publication for stocks, the display of errotseou.s 
trading data, broken trades, the execuiioii 
of expired orders, and the publication of 
inaccurate quotes. Although none of ihe.se 
incidents rose to the level of posing a threat to 
financial stability, they do starve a.s impornntt 
reminders of tfic need t:o address operational 
risks, Some notable events include: 


• On August 20. 2013, an internal error in 
Goldman Sachs’s trading .systems caused the 
firm’s lion-actionable iiidications of interest, 
in certain opt ions symbols to be treated as 
actual orders to btty and sell options with 
unintended limit prices. These orders were 
sent to the o|>ti.on.s exchanges just prior 

to the opening of trading. Some of the 
resTiiting ti'adcs were canccHed aircording 
to the obvious error rules of the options 
exchanges, but Goldman Sachs took net 
losses on the trades that were not cancelled. 

• On August 22, 2013, NASDAQ halted 
trading in all NASDAQ-listed securities for 
more than three liours after the Unlisted 
'IVading Privi!ege.s Sccuriticys Inf<>rma!ion 
Processor, the single source of consolidated 
markcL data fiir Nasdaq-iisieci sccviritics, was 
unable to process quotes frurn the exchanges 
for dissemination to the public. Once the 
hail Wits lifted, trading resumetl and the 


markets held a normal end-of-day dose for NASDAQ- 
listed securitie.s. 

The importance of sy’stem integrity in highly 
interconnected markeLs is critical. When system.s do 
not operate as intended, there are consequences for al! 
market participants. Significant and frequent .system 
failures that impact financial markets can potentially 
erode investor cottfidence and may rhreaten market 
.stability. During 2013 regulators took steps to address 
such infrastructure concerns as well as continue to 
address automated-trading system issuc-s. In March 
2013, the SEC proposed Regulation Systems Compliance 
and Integrity to strengthen the auiomaiecl systems 
of important participants in the securities markets. . 
zVdditionaUy, in September 20.13 the CFTC published 
“Concept Rclea.se on Risk Controls and Systems 
Safeguards for Automated Trading Environments'' which 
requested information about market practices relating 
to the use of automated trading systems and possible 
rcgtilations that would have a direct impact on a wide 
variety of market participants. 

7.7 Foreign Economic and Financial 
Developments 

Foreign risks can threaten U.S. financial stability and 
economic activity. The nature of these risks has shifted 
over the past year with many EMEs cxperiendiig 
considerable market stress, stemming from a nuinber 
of domest ic cliallenges and changes in expectat ions 
for U.S. monetary policy EMEs have generally .stronger 
macroeconomic fundamentals and structural buffers 
compared to previou.s crisi.s period-s. China's ability to 
rtTorm its economy while avoiding an abrupt slowdown 
itt growth remairis critical lor the global economy and 
EMEs in particular. In the past year, potential risks in the 
euro area and Japan have declined. Still, the potential for 
negative shocks to the tlS. economy ffoni .strains abroad 
remain significant. 

There are a number of ciianncls through which 
international developments could spill over to the U.S. 
economy and financial sy'siem. For example, weakness in 
foreign growth and asset prices may f,ran,shu.c into lower 
demand for U.S. exports, weighing on U..S. growah. In 
aggregate, EMEs import the largest share of U.S, goods 
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7.7.1 Destination of U.S. Exports of Goods and Services 

Percent As Of: 2013 Q4 Pwcent 



7 . 7.2 Country Exposures of All U.S. Banks 

As Of: Sep-2013 
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Europe 

1686 

9S5 

513 
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246 

• Euro eree 

906 

701 

76 

80% 

134 

Japan 

377 

134 

225 

33% 

31 

Total EME 

786 

3B7 
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70% 

87 

- China 

88 

53 

33 
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Nioie. EME exposures exclude ftnenclai centers. Euro area does 
Souroo: FEI.SC Cauntiy not insudedme (or Cyprus. Estonia, Latvia, Malta, or Sioveoffl. 
Exposure Report wtiich are not puDiicly avatlabio 


and service exporls, wiiii ihc largesi imjjoru’rs 
being Mexico axid China. In addiiion lo its 
direct trade tics to the Uitiled SuiU'.s, China 
also stands oin. for its signiheatn comribuiion to 
global growth — -roughly one-quarter .since 2010. 
Trade links with Japan and the etiro area are 
sizeable as well (Chart 7.7.})- 

Anollier charuicl for spillover is through 
XLS. banks’ coiuilry exposures (Chart 7.7.2). 
Exposures to EMEs totaled S786 billion, 
including sovereign and private sector 
exposures, as ofihe third quarter 201.8 
weighted toward private sector borrowers in 
iim^stmenl-gradc rated countrie.s, with the 
large.st cxpo.sures to Brazil. Mexico, Korea. 
India, and China. IfvS. hanks' total exposure 
to Europe is evtni greater at. SL7 trillion, while 
Japanese exposure totals .|877 billion. Indirect 
exposures are also Important; some European 
banking .sy.sicin.s. including ones in the euro 
area periphery, have larger exposure,s to EME,s 
than fk> the U.S. banking system baulks, 

Emerging Markets 

U.S. economic and financial linkages with 
the emerging world in aggregate arc sizeable, 
but iink.s witli any one country appear 
limited. While EME growth has decelerated 
in recent years, and external vulnerabilities 
have increased, risks ofa broad EM.E crisis 
appear contained. Past EME crises have often 
come in clusters, reflecting changes in the 
global environment, .shared vuin.erabiHtie.s, 
and common external funding sources. The 
dowtiside risk is that conditions deteriorate, 
reducitig growth, which spurs further 
reductions in capital flows to EMs and increases 
global fitiancial strains. 

In some countries, market confidence in the 
trajectory of domestic policy or politics has 
declined, contributing to (imuicial jiressures, 
Additionally, there are signs of increasing 
vulnerability in the corporate sector in 
some EMEs stemming from signincatit 
borrowing and deteriorating profitability 
in the context of weaker growth. However, 
the level ofvuinei ability across tlic EME.s 
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appears niatcriallv knver lhan in the run-xtp to 
pass, crisis episodes. This renta ls impros'ed policy 
iVanunvorks, itu'hifiing liexihic t?xcha.uge rate 
regimes, independcni cenirai banks, and generally 
lower levels oi' government indcbledness. Moreover, 
existing foreign reserves can cover years of maiming 
del)! in mos! EMEs, prtniding scope to ride out 
periods of increasing market volatility and reduced 
funding. Additionally, while foreign portfolio 
inflows have surgtxi since the global fijramial crisis, 
the relative importance ofsiabk- foreign direct 
investmeni flows in EMEs' ('xternal funding has 
also increased. Finally, EME banks generally have 
siroTsgcr capita! and licjiiidily positions and are 
belter managed and supervised than has historically 
been the case, 

Cl'iffia 

Recent Chinese economic data suggest that activity 
is decelerating, in line with the government's 
dtrsire to slow credit expansion (see Section 4.4.2). 
(iiven the dilTicuky in achieving a well-timetl and 
calibrated rebalancing, authorities will encoiiriier 
significimt challenges in their attempts to shift 
growth away from inefficient investment and 
exports towards consumption. Authorities also face 
a challenge in addressing liquidity rijiks and rapid 
growth in off-balance .sheet liabilities in the hnanciai 
sector, which contributed to elevated volatility in the 
interbank money market in the secoiitl half of 2013. 
tlhina is set to gradually urnlertakc a host ofriifficult 
stniciural refornvs, .such as inierccst. rate and capital 
account liberali/atio.n, China’s strong external 
position, however, provides an important buffer 
against shocks. 

Euro Area 

Public .sector debt burdens, at the periphery, arc 
projected to stabilize at high levels, leaving that part 
of the euro area, vulnerable to policy setbacks, shifts 
in market sentiment, and eventually, rising interest 
rates, The announcement of the EOB’s outright 
monetary transactions (O.MT) program effectively 
served as a backstop to peripheral sovereign debt 
markets and coniribiiled to the .sharp reduction 
in pei'ipiicral spreads since June 2{)I2. However, 
the OMT ii.seir is now subject to .some uncertainly 
following tlie ciecisio)i by Geiina>.»v’s constiuitional 
court to refer its ca.se on the program's legality to 


the European Court ofjustke, indicaiiisg iliat it 
views the current program as non-corapHant witit 
the EEt Treatyc 

Financial fragmentation within the euro area also 
persists. The ECB's comprehensive assessment of 
the largest euro area banks will be an important test 
for the new regulatory' and supetrvisory franu'work 
with implications for the credibility of the ECB 
and confidence in euro area'.s banks. Ensuring 
adequate credibility and transparency regarding 
methodology, risk exposures and results, given 
limited clarity regarding available national and 
regional backstops to address identified capita! 
shortfalls, will be important for tlie success oi'lhe 
exercise. 

7.8 Data Gaps and Data Quality 

More than five years after the financial crisi.s. 
regulators have made significant progre.ss in 
addressing financial data gaps. Regulators collect 
real-time data from derivatives markets, detailed 
loan- and position-level financial data from banks, 
and data from MMFs and private fvind.s. 

However, gaps remain in the data that are available, 
lioth to regulators and market: participants, The 
Council roniain.s concerned about the risks of 
fuiniing runs and fire sales in whole.sale funding 
markets. Council raembei's have highlighted 
weaknesses in the scope and availability of data 
that arc available to regulators concerned with 
monitoring these risks, particularly around repo 
and securities lending activities. U.S. banking 
regulators now have accc.ss to fairly detailed data 
on tri-pany repo and GCl' repo transactions 
through the two clearing banks that coiiduci all of 
the domestic matching and settlement activity and 
have thi.s information for all of their cu.stomers. 
However, regulators and poiicymaker.s currently 
have no reliable, ongoing information on bilateral 
repo market activity, whiclt is more dillicult to 
collect because activity in this segment does not flow 
through a settlement ageui like tri-party and GCE' 
repo transactions do. 
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TIum c are similar ciaia gaps regarding the securities 
Icntliisg activities o! finaticial institutions. Regulators 
are siiil unable to fully monitor securities lending 
i ran.sacsiou.s :uk 1 the reinvestment of cash collateral. 
!t is (lifiicuU to knorv the <iepth of sccnrilies lending 
in a particular i.ssuc, the ctHinterparly exposures, or 
ilic number of times that an issue has been re-lent. 
The Dodd-Frank Act. lequires the SEC to adopt rules 
increasing the transparency of information about 
securities iemliiig avaiiahlc to broker-dealers and 


The lack of data standards governing legal entities, 
instnnnetils, and iransarlions continues to create 
ciiailenges for financial analysis, risk management, 
supervision, and financial srabilsty monitoring. 

There has been important progress in rolling out 
tlie l .FT to precisely idetnify parties to fmandal 
transactions. Ilowevcr, more \v<»rk remains. Working 
closely with Council member agencies, the OFR 
is tasked w'itii promoting fmatina! data standards 
aii(.i has t.Hke!i a lead role in the rolkmt of the LEI. 
Although the mandating of the LKI in theCFTC’s 
SDR rules initially spurred the implementation of, 
the LEI, other regulator.s have only recently begun 
to establish tht^ LE! in regtilatory reporting and 
ruiemaking.s. 

An importtnit development in 20l‘l is tltc continued 
creation of SDRs and SBSDRs, which collect 
and maifitain confidential infoniialion about, 
transactions and make those data available to 
.regulators, However, t.indcr current. ru!e.s the 
repositories have significant di.scretion in hmv 
they report the data. Without strong and common 
standards, the <.l;Ua collected hy repositories are 
utili kdy to bring the desired heiuTits to connteiparty 
analysis and .financial stability monitoring. The 
CFTC is working to iniproxc data cpiartiy and data 
standards in swap.s data reporting with input from 
the <!)FR, However, some U.S. iiniliorities' access 
1.0 these data remains a cJialhmge due to legal and 
other obstacles. 
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AQGP 

Asset-Backed Commercial Paper 

-ADS 

Asset-Backed Secm^ities 

AFS 

Available-fbr-Sale 

AIG 

American intemaiional Group 

AUM 

Assets Under Management 

Bcn 

Backstop Capita! Requrements 

BHC 

Bank Holding Company 

BoE 

Bank of England 

BoJ 

Bank of Japan 

CSi 

Commercial and Industrial 

CCAR 

Comprehensive Capital Analysis and Review 

CCP 

Central Counterparty 

CDS 

Credit Default Swap 

CDs 

Certificates of Deposit 

CFPfi 

Bureau of Consumer Financial Protection 

CFTC 

Commodity Futures Trading Commission 

CIO 

Collateralized loan Obligation 

CMBS 

Commercial Mortgage-Backed Security 

CoVaR 

Conditional Valiie-at-Risk 

CP 

Commercial Paper 

CRE 

Commercial Real Estate 


Abtire 
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CSP Commw) Securitizafion Platfwm 

Of.AST Dotlfl-Frank Stress Tests 

OTCC Depository Trust and Clearing Corporation 

DTI Oebt-to-income 

ECB European Central Bank 

EM Emerging Market 

EME Emerging Market Economy 

ETF Exchanpe-Traderi Funds 

ETP Exchange-Traded Product 

EU European Union 

EURlROR Euro Interbank Offered Rate 

FA5Q Financial Accounting Standards Board 

FBO Foreign Banking Organization 

FDIC Federal Deposit Insurance Ccffporation 

FHA Federal Housing Administration 

FHFA Federal Housing Finance Agerrcy 

FICO Fair Isaac Corporation 

FIO Federal Insurance Office 

FMU Financial Market Utilities 

FOIA Freedom of information Act 

FOMC Federal Open Market Committee 

FRBNV Federal Reserve Bank of New Yoric 

FSB Financial Stability Board 

FSOC Financial Stability Over^t Council 


c n 


mat Hep/. 
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FX Fweign Exchange 

G-20 The Group of Twenty 

GCF Genera! CoHaterai Fmance 

GDP Gross Domestic Praduct 

GSE Government-Sponsored Enterprise 

Q -SIFI Global Systemically Important Financial Institutiort 

G-Sll Global Systemically Important insurw 

HLA Hi^er Loss Absort^cy 

HUD U.S. Department of Housing and Urban Development 

lAlS International Association of Irmtrance Supervisors 

lASG International Accounting Standards Board 

ICS Insurance Gapitiri Standard 

IMF international Monetary Fund 

IOSCO International Organization of Securities Commissions 

ISDA Internationa! Swaps and Derivatives Association 

JG3 Japanese Government Bond 

LCR Liquidity Coverage Ralio 

LEI Legal Entity Identifier 

LIBOR London Interbank Offered Rale 

MBS Mortgage-Backed Securities 

MIDAS Markei Information Data Analytics System 

MMF Money Market Fund 

MP C Monetary Policy Committee 

MSPs Major Swap Participants 


Abbrfi\ 




MSR 

Mortgage Servicing Rights 

NAiC 

tialionai Association of insurance Commissioners 

NAV 

Net Asset Value 

NF!B 

National Federation of Independoit Businesses 

NIM 

Net InterKt Margin 

occ 

Office of the Comptroller of the Currem:y 

OFR 

Office of Financial Research 

OLA 

QnJerly Liquidation Authority 

GMT 

Outright Monetary Transactions 

OSSG 

Official Sector Steering Group 

OTC 

Over-the-Cmjnter 

P/C 

Property am) Casualty Insurance 

PFMI 

Principles for Financitd Market fnfrastnjcturas 

QM 

Qualified Mmtgage 

QPM 

Qualified Residential Mortgage 

REIT 

Real Estate Investment Trusts 

Repo 

Repurchase Agreements 

RFSPA 

Real Estate Settlement Procedures Act 

RMRS 

Residential Mortgage-Backed Securities 

ROA 

Return on Average Assets 

flWA 

Risk-Weighted Assets 

S&P 

Standard and Poor’s 

SDSDRs 

Security-Based Swap Data Repositories 

SBSR 

Security-Based Swap Reporting 
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SDRs Swap Data Repositories 

SEC Sectfilies and Exchange Commission 

SEE Swap Execuhon Faciiities 

SES Systemic Expected Shortfai! 

SLOGS Senior Loan Officw Opinion Swvey 

SROE Single Point of Entry 

SRC Systemic Risk Committee 

TIBGR Tokyo interbank Oilwed ftete 

Tl LA Truth in Lending Act 

U.S, GAAP Generally Accepted Accounting Rincipies 

UMl Unique Mortgage identifier 

UPB Unpaid Balance 

USD U.S- Dollar 

VaR Value-at-Risk 

ViX Chicago Board Options Exchange Volatility Index 

WMP Weaith-Management Products 


Ai^br 
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Asset-Backed Commerciai Paper Short-term debt that has a fixed maturity of up to 270 days and 
(ABCP) is backed bysomefinanciai asset, such as trade receivables, 

consumw debt receivaWes, securities, or auto and equipment ioans 
or leas^. 


Asset-Backed Security (ABS) 


Avaiiabl8-for-Saie(AFS) 


A fixed income «• othK^ security that is collateralized by any type of 
seif-liquidating financial asset that allows the holder of the security 
to receive payments that depend primarily on cast) flows from the 


An accounting term for debt and equity securities that are 
accounted tor at fair value on firms' balance sheets and are no! 
classified as trading securities or as held-to-maturity securities. 
Changes in fab vertue for AFS securities are recognized in 
stockholders’ equity as part of accumulated oflier comprehensive 


Easel III Common Equity Tier 1 
ratio 


The sum of currency in circulation and reserve balances. 


A ratio which divides common equity Tier 1 by Basel ill risk- . 
weighted assets. 


Ctmtral Cotinterparty (CCP) 


Bilateral repos are repos between two institutions where 
settlement t^ically occurs on a “delivery versus payment" basis. 
More specifically, the transfer of the collateral to the cash lender 
occurs simultaneously with the transfer of the cash to the collateral 
provider. 

An investment strategy involving borrowing at low Interest rates to 
purchase assets ttiat yield higher returns. 

An entity that interposes itself between counterparties to contracts 
traded in one or more financial markets, becoming the buyer to 
every seller and b\e seller to every buyer and thereby ensuring ttie 
performance of open contracts. 

A BHC sub^dfeiry that facilitates payment and settlement of 
finandal tran^ctions, such as check clearing, ot facilitates trades 
between the seHers and buyers of securities or other financial 
instruments w contracts. 


Any ^et pledged by a borrower to guarantee payment of a debt. 
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Collaterali?fid Loan ODitgafion Securitization vehicles backed predominant^ by commercial loans. 

(CLO) 

Collateralized Morlgage Obligation An obiigation of a bankruptcy remote spedai purpose vehicle with 

(CM Dj ciaims to specific cash fiovs from a pool of MBS. The. streams of 

principa! and interest payments on the MBS underlying loans are 
disWbuted to the different closes of CMO interests, known as 
fi-anches, according to a deal sfructure. Each tranche may have 
different principal balances, coupon rates, prepayment risks, and 
maturity dates. 

Collateral Transformation In securities fading on a non-cash collateral basis, a party usually 

swaps, or temporKily exchanges their lower quality assets, by 
posting tlwm as cdlateral for higher quality assets, such as 
Treasury secitftties. 

Commercial Mortgage-Backed A security that is collateralized by a pool of commercia! mortgage 

Security fCMBS) loans and makes payments derived from the interest and principai 

payments on tite underlymg mortgage loans. 

Commercial Paper fCP) Short-term (maturity of up to 270 days), unsecured corporate debt. 

Common Securitization Platform A common securitization infrastriKture between Freddie Mac and 

(CSP) Fannie Mae forRMBS, 

Comprehensive Capital Analysis An annual exercise by the Federal Reserve to ensure that 

and Review {CCAR} institutions have robust, forward-looking capital planning 

processes that account for their unique risks and sufficient capita! 
to continue operations throughout times of economic and financial 
stress. 

Conditional Value-at-Risk (CoVaR) The value-at-risk (VaR) of the financial system conditional on 
institutions being in distress. 

Consumer Price Intiex (CPI) A monthly index corrlaining monthly data on changes in the prices 
paid by urban consumers for a representative basket of goods and 
services. 

Convexity Event Risk Risk that an initial increase in long-term interest rates can be 

significantly amplified by many MBS investors actively hedging 
toe duration of thek- MBS. Convexity events can result in rapid 
changes in long-term interest rates, sharp increases in interest 
rate volatility, and reduced liquidity in fixed income markets. See 
Duration Hedging, 
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Credit Default Swap (CDS) 

Credit Rating Agency 


Detit-to-tncoine iDTl) Ratio 
Defirjecl Benefit iDB) Plan 

Defined Contribution (DC) Plan 

Distress Irwurance Premium (DIP) 

Dodd-Frank Act Stress Tests 
(DFAST) 

Duration 

Duration Hedging 

Eiiro Interbank Offered Rale 
(EURIQOR) 

Exchange Traded Product (ETP) 


A financial contract in whicfi one party agrees to make a payment 
to the ofter party in the event of a specified credit event, in 
exchange for one or more fixed payments. 

A private company that evaluates the credit quality of debt 
issuers as well as their issued secmities and provides ratings 
on the issuers and fiiose seciulfies. Many credit rating agencies 
are Nationally Recognized Statistical Rating Organizations, the 
largest of whfch are Fitch Ratings, Moody's investors Service, and 
Standard & Poor’s. 

The ratio of debt payments to income for a borrcwer. 

A retirement plan in wWch Bie cost to the employer is based on a 
predetermined formula to caicuiate the amount of a participant's 
future benefit, in DB plans, the investment risk is borne by the plan 
sponsor. 

A retirement plan in which the cost to the employer is limited to the 
specified annual contribution, in DC plans, file investment risk is 
borne by ttw plan parficipanl. 

A measure of ^stemic risk that integrates the characteristics of 
bank size, default probability, and interconnectedness, 

Annual stress tests required by Oodd-Frank for national banks and 
federal savings associations with total consolidated assets of more 
than $10 billion. 

The sensitivity of the prices of bonds and other fixed-income 
securities to changes in the level of interest rates, 

A process of dynamically changing portfolio aitocation to fixed 
income instruments— such as Treasury securities or futures, or 
interest rate swaps or swaptions— so as to limit fluctuation of the 
portfoito interest rate durafion. 

The rate at which Euro interbank term deposits are offered by one 
prime bank to another prime bank within the euro area. 

An investment fund whose shares are traded on an exchange. 

ETPs offer continuous pricing, unlike mutual funds which offer only 
end-of*day pricing. ETPs are often designed to track an index or a 
portfolio of ^sets. 
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Federal Fursds Rate The interest rate at v^icti depc^tory institutions lend balances 

to each ofter overnight. The FOMC sets a target ieve! tor the 
overnight federal funds rate, and the FHBNY then uses open market 
op^ahons to influence the overni^t federal funds rate to trade 
around the policy target rate or within the ta'get rate rarige. 

FIGO Score A measure of a bosTower's creditworthiness based on the 

borrower’s credit data; dewioped by the Fair Isaac Corporation, 

Financial Market infrastructure A muitMerai system among participating financial institutions, 

(FMl} including the operator of the ^slem, used for the purposes of 

recording, clearing, or settling payments, securities, derivatives, 
or other financial hansacflons. Unda" hie Dodd-Frank Act, certain 
FMIs are recognized as FMUs. 

Financial Market Utility (FMU) A Dodd-Frank defined entity, which, subject to certain exclusions, 
is "any person that manages or operates a multilateral system 
for the puipbse of transferring, clearing, or settling payments, 
seairities, or other financial transactions among financial 
institutions o’ between financial insfitutions and the person.” 

Fire Sale The diswderiy liquidation of assets to meet margin requirements 

Of other urgent cash needs. Such a sudden selloff drives down 
prices, potentiaHy below flieir intrinsic value, when the quantities to 
be sold are large retetive to the typical volume of transactions. Fire 
sales can be self-reinforcing and lead to additional ftxcecf selling by 
some market participants that, subsequent to an initial fire sale and 
consequent decline in asset prices, may also need to meet margin 
or other urgent cash needs. 

Fiscal Consolidation Changes in government policy pertaining to taxes and spending 

intended to reduce deficits and slow the pace of debt accumulation. 

Fiscal Year Any 12-roonth accounting period. The fiscal year for the federal 

govwnment begins on October t and ends on September 30 of the 
foliowing year; it is named after the calendar year in which it ends. 

Future A stantlardized contract traded over exchanges to buy or sell an 

asset in thefutwe. 

General Cailalerai Finance jGCF) An intwdeaier repo market in which the Fixed income Clearing 

Corporation plays the rote of intraday CCP. Trades are netted at the 
end of e^h and settled at the tri-party clearing banks. 

See Tri-party Repo. 
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Government-Spon3ored Enteiprise 
JGSE} 

Gross Domestic Protect (GDP) 

Haircut 

Hetd-to-Maturity 

Home Equity Line of Credit 
(HELOG) 

Hiqh-Ouality Liquid Asset 

Hoasehoid Debt Service Ratio 

interest Rate Risk Management 

interest Rate Swap 

Large-Scale Asset Purchases 


A corporate entity hiat a tederat charter authorized by law, but 
ftat Is a privately owned financiat irrstitution. Exampies include 
Oie Federal Nahonai Mortgage Association Fannie Mae) and the 
Feder^ Home Loan Mortgage Corporation (Freddie Mac), 

The broadest meaaire of aggregate economic activity, measuring 
the total value of aU final goods and services produced within a 
counhY’s borders during a specific period. 

The discount, ref^esented as a percentage of par or market value, 
at which an asset can be pledged as coilaferaS, For example, a 
$1,000,000 bond with a 5 percent haircut would coiiateralize a 
$950,000 hjan. The purpose of a haircut is to provide a collateral 
mttfgin fw a secured lender. 

An accowiting term fw debt securities held in portfolio and 
accounted fw at cost less any impairment, under the proviso that 
the company has no intent to sell and it is more likely than not that 
H will hold 9iose securities to maturity. 

A line of credit extended to a homeowner that uses the home as 
cofiateral. 


Assets such as government bonds that are considered eligible as 
liquidity buffers in Basel Ill's LCR. High-quality liquid assets sliould 
be liqifld in markets during times of stress and, ideally, be central 
bank eligible. 

An estimate of the ratio of debt payments to disposable personal 
income. Debt payments consist of the estimated required payments 
on outstanding mortgage and consumer debt. 

The management of the exposure of an individual’s or an 
institution's financial condition to movements in interest rates, 

A derivative contract in which two parties swap interest rate cash 
flows on a periodic basis, referencing a specified notiorial amount 
fw a fixed term. Typically one party wiii pay a predetermined fixed 
rale while the other party will pay a shwt-term variable reference 
rate that resets at specified intervals. 

Purchases by the Federal Reserve of securities issued by the U.S. 
government or securities issued or guaranteed by government- 
sponswed agencies (including Fannie Mae, Freddie Mac, Binnie 
Mae, and the Fedwal Home Loan Banks) in the implementation of 
monetary policy. 
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Legal Entity iricintsfier (l£l) 


Lavci 3 Assets 


Leveraged Buyout 


Leveraged Loan 


London Interbank Offered Rate 
(LiBOR) 


Liquidity Cov^-age Ratio (LCR) 


Loan-to-Va!us Ratio 


Major Soourity-Based Swap 
Participant 


Major Swap Participant <MSP) 


Maturity Gap 


A 20-digit aipha-numeric code that connects to key reference 
information tfiat enables clear and unique identification of 
companies parttcipatir^ in gtotia! flnanciat markets. Tfie LEI 
system is designed to facilitate many financial stability objectives, 
including: imfH’oved risk management in firms; better assessment 
of micropruderttisJ and macropnidentiai risks: expedition of orderiy 
resolution; containment of market abuse and financial fraud; and 
provision of higher-quaiity and mere accurate financial data. 

A^ets where fair value measurement is based on unobservable 
inputs. 

An acquisition of a company financed by a private equity 
contribution combined with borrowed funds, with debt comprising a 
significant portion of the purchase fs-ice. 

Loans extended to a borrower who already has significant amounts 
of debt or whose debt fe not rated investment-grade by credit rating 
agencies. 


The intwest rate at which bariks can borrow unsecured funds from 
other bani« in London wholesale money markets, as measured by 
daily surveys. The jHjbilsiied rate is a trimmed average of the rates 
obtained in the survey. 

A Basel Hi standard to ensure that a bank mtuntains adequate 
unencumbered, high-quality liquid assets to meet its anticipated 
liquidity needs for a 30-day horizon under a liquidity stress 
scenario specified by supervisors. 

The ratio of the amount of a loan to the value of the asset that 
the loan funds, typically expressed as a percentage. This is a key 
metric when considering the level of collateralization of a mortgage. 

A person that is not a security-based swap dealer and maintains a 
substantial position in security-based swaps, creates substantial 
counterparty exposure, or is a financial entity that is highly 
leveraged and not subject to federal banking capital rules. 

A person that is not a swap dealer and maintains a substantial 
position in swaps, hoicte outstanding swaps that create substantial 
cwinteiparty expoajre, or is a highly leveraged financial entity 
which is not otherwise subject to capital requirements. 

The weighted-average time to maturity of financial assets less the 
weighted-average time to maturity of liabilities. 
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Moriey Market Mutual Fund 
{MMFi 

Mortgage Servicing Company 

Mortgage Servicing Rights (MSRs) 
Mortgage-Backed Security (MBS) 

Muiiicical Bond 

Net Asset Value (NAV) 

Net Interest Margin (NIM) 

Open Market Operations 

Option 


Outright Monetary Tlansactions 
(OMT) 


Over-tnB-Countcr(OTC) 


A type of mutual ftind that invests in short-term, liquid securities 
such as govemmetjl bills. CDs, CP, or repos. 

A company that acts ® an agent for mortgage holders by collecting 
and disfrfeuting mortgage cash flows. Matgage servicers 
also manage defaults, modifications, settlements, foreclosure 
proceedings, and rarious notifications of borrowers and investors. 

The right to service and coBect fees on a mortgage. 

ABS backed by a pool of mtsigages. Investors in the security 
receive papnents derived from the interest and principal payments 
on the undertyrng mortgages. This term typically applies to MBS 
issued or ^aranteed by the GSEs; these securities can also be . 
called “agency MBS.” 

A bond tssusd by states, cities, counties, local governmental 
agencies, w certain nongovernment issuers to finance cei tain 
general or project-related activities. 

An investment company's total assets mwius its total liabilities. 

Net interest income as percent of interest-earning assets. 

The purchase and sale of securities in the open market by a centra! 
bank to implement monetary policy. 

A financial contact granting the holder the right but not the 
obligation to engage in a future transaction on an underlying 
security or real asset. The most basic examples are an equity call 
opiion, which provides the right but not the obligation to buy a 
block of shares at a fixed price for a fixed period, and an equity put 
option, which similarly grants the right to sell a block of shores. 

An ECB program under which secondary market purchases of 
sovereign bonds can be made, with the aim of safeguarding 
appropriate monetary policy transmission and the singleness of 
the monetary policy. A rtecessary condition for OMT is a support 
agreement under which the European Financial Stability Facility or 
European Stability Mechanism program can make primary market 
purchases of sov^eign debt. Such an agreement would irtclucle a 
range of policy cwiditions. 

A method of frading that does not involve an organized exchange. 

In OTM markets, partfcipants trade directly on a biiaterai basis, 
typically thrwigh voice or computer communication and often with 
certain stancterdized documentation with counterparty-dependent 
terms. 


G'Oss 



Prurtentiat Reguiation 


Pubiic Debt 


Purclrasing .Managers Index 


Qualified Mortgage (QM) 


Qualified Residential Mortgage 
(QRM) 


Qualitative and Quantitative 
Easing 


Rea! Estate Investment Trust 
{REIT) 


Receiver 


Repurcfiase Agreement {Repo) 


Regulation aimed at ensuring the safe and sound operation ot 
financial institutions, set by both state and federal authorities, 

All debt issued by Treasury and the Federai Financing Bank, 
including both debt h^d by the pidriic and debt held in 
intergovernmental accounts such as the Social Security Trust 
Funds. Not included is debti^ued by government agencies other 
ttian the Department of the Treasury. 

An index based off a survey of manufacturing companies, which 
asks questions about new orders, inventory levels, production, 
supfrtter deliveries and the employment environment. 

A mortgage loan ftat meete certain underwriting criteria 
announced by file CFPD, An originator of a QM is provided witti 
certain protections from borrower lawsuits alleging that the 
originator failed to fulfill its duty under the Dodd-Frank Act to make 
a good faith and reasonable determination of the borrower's ability 
to repay the loan. 


A mortgage loan that is exempt from the Oodd-Frank Act’s 
securitization risk retention rule requiring securitization issuers to 
retain a pmfion of securitized risk exposure in transactions that 
they issue. 

A program introduced by the floJ in April 2013 to achieve the price 
stability target of 2 percent in terms of the year-on-year rate of 
change in tee CPI at the earliest possible time, with a time horizon 
of about two years. The program will double the monetary base 
and the amounts outstanding of JGBs as well as ETFs in two years, 
and more than double the average remaining maturity of JGB 
purchases. 

An operating company that manages income-producing real estate 
or real estate-related assets. Certain REITs also operate real estate 
properties in which they invest. To qualify as a REIT, a company 
must have three-fourths o1 its assets and gross income connected 
to real estate investment and must distribute at least 90 percent 
of its taxable income to shar^olders annually in the form of 
dividends. 

A custodian appointed to maximize the value of tee assets of a 
failed institubon or company and to settle its liabilities. 

The sale of a security combined with an agreement to repurchase 
tee security, or a simiter security, on a specified future date at a 
prearranged price. A repo is a secured lending arrangement. 
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Residential Moiipage-Backed 
Security (RMBS) 

Revolving Credit 

Risk-Based Capita! 

Risk-Weighted Assets (RWA) 


Rollover Risk 

Run Risk 

Securilies Information Processor 
Securities Lending/Boirowintf 

Securitization 


A security that is coHateratized by a pool ot residential mortgage 
bans and mztfres payments derived from the interest and principal 
payments on the underlying m«lgage loans, 

A lending arrangement whereby a lender commits So provide a 
certain amount of fundmg to a hoirower on demand. The borrower 
may generally draw funds and repay flie committed funding at any 
time over the term of the atp’eement. 

An amount ot capitei, based on the risk-weighting of various asset 
categories, that a finandal institution holds to help protect against 
Iceses. 


A risk-based concept used as the denominator of risk-based capital 
ratios (common equity tier 1. tier 1 risk-based, and total risk-based) 
wHh respect to Basel capital guidelines for banking organizations. 
The RWA is a weighted total asset value calculated from assigned 
risk categories or motteled analysis. Broadly, total RWA are 
determined by calculating RWA for ntarket risk and operational risk, 
as apptlcaWe, wd adding tlje sum of RWA for cn-baiance sheet, 
off-balance sheet, counterparty, and other credit risks. Details vary, 
in part, dep^ding upon the version(s) of Basel capita! guidelines 
that may apply to the banking organization. 

The risk that as an institution's debt nears maturity, the institution 
may not be able to refinance the existing debt or may have to 
refinance at less favorable terms. 

The risk that investors lose confidence in an institution-due to 
concerns about counterparties, coilateral, solvency, or related 
issues— and respond by pulling back their funding. 

A system that consolidates and disseminates equity prices. 

The temporary transfer of securities from one party to another for 
a specified fee and term, in exchaige for collateral in the form of 
cash or securities. 

A financial bansaction in which assets sucli as mortgage loans are 
pocHed, securities representing interests in the pool are issued, and 
proceeds from the underlying pooled assets are used to service 
and repay securihes issued via the securitization. 


G 
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Secuiity-Based Swap Dealer 


Sliort-Term Wholesale Funding 

Sponsor-hacked payment-iivkitsd 
(PIK) bond 

Swap 

S\w Data Repository (SDR) 


Swap Execution Facility (SEF) 

Swap Dealer 

Swap Future 

Systemic Expected Shortfall (SES) 

Swaption 
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A pw’son that holds itseif out as a dealer in seairity-based swaps, 
makes a market in security-based swaps, regularly enters into 
security-based swaps with counterparties, or engages in any 
activity causing it to be known as a dealer or market maker in 
security-based swaps; does n(^ include a person entering into 
security-based svraps for such person’s own account. 

Short-term funding instrumente not covered by deposit insurance 
that are typically issued to institutional investors. Exampies include 
iarge checkable and dme depoats, brokered CDs, CP, Federal 
Home Loan Bank Iwrowings, and repos. 

A bond that compensates the holder with other bonds rather than 
ca^. 

An exchange of cash flows with defined terms and over a fixed 
period, agreed upon by two parties. A swap contract may reference 
underlying financial products across various asset classes including 
interest rates, wedit. equity, commodity, and FX. 

A person that crfliects and matetains information or records 
with respect to transactions or positions in. or the terms and 
conditions of, swaps entered into by third parties for the pui pose 
ot providing a centrali^d recordkeeping facility for swaps, in 
certain jurisdictions. SDRs are referred to as trade repositories. 

The Committee on Payment and Settlement Systems and IOSCO 
describes a trade repository as “an entity that maintains a 
centralized electronic record (database) of tiansactlon data," 

A term defined in the Oodd-Frank Act as a trading platform which 
market participants use to execute and trade swaps by accepting 
bids and offers made by other participants, 

A person that holds itseif out as a dealer in swaps, makes a 
market in swaps, regularly enters into swaps with counterparties, 
or engages in any activity causing it to be known as a dealer or 
market maker in swaps; does not include a person entering into 
swaps for such person's own account, 

A fiiiwes contract teat mimics the economic substance of a swap. 

A systemic ri^ indicator that estimates the extent to which the 
market value equity of a financial ftnn would be depleted by a 
docline in equity trices. 

An option granting the right to enter into a swr^. See Option and 
Swap. 
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Tri-Party Repo Infrastructure 
Reform Task Force 


Tier 1 Capital 


Tier 1 Common 


Time Deposits 

Tri-Party Repo 

Underwriting Standards 

Vaiue-at-Risk (VaR) 

Wealth-Management Promts 
(WMPa) 

Weighted-Average Life 


Weighted-Average Maturity 


Yield Curve 


A task force formed in Septembw 2009 under the auspices of tire 
Payments Risk Committee, a private sector body sponsored by the 
FRBNY. The Task Force memberehip included representatives from 
multiple types of market parheipartts in the tri-party repo market, 
as well as refevant industry assodations. 

A measftfe that inctud^ common stock, preferred stock, and 
retained earnmgs 

Tier 1 c^ita! less non-common elements, including perpetual 
preferred stock and related surplus, minority interest in 
subsidiaries, trust preferred securities and mandatory convertible 
preferred ^ciaifies. 

Deposifs wWch the depositin’, generally, does not have the right to 
withdraw before a designated maturity date without paying an early 
withdrawai penalty, A CD is a time deposit, 

A repo in which a clearing bank acts as third-party agent to provide 
colteterai management services and to facilitate the exchange of 
cash against collateral between the two counteiparties. 

Terms, conditions, and criteria used to determine the extension of 
credit in the form of a loan or bond. 

A tool measuring the risk of portfolio losses. The VaR projects the 
probability and maximum expected loss for a specific time period, 
For example, the VaR over 10 days and with 99 percent certainty 
measures the most otre would expect to lose over a 10-day period, 
99 percent of the tinre. 

Products sold to investors as higher-yielding alternatives to time 
deposits, WMPs are largely off-balance sheet investment vehicles 
offered by banks, trusts, and securities companies. 

A weighted average of the time to each principal payment In a 
security. 

A weighted avw’age of the time to maturity on ail mortgages in a 
mortgage-backed security. 

A graphical representation of the relationship between bond yields 
and thefi- respectiire maturities. 
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